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This book is devoted to the problems and public policies arising from 
the concentration of economic power in the United States. No attempt 
is made to cover the whole field of social control of industry: the study is 
confined to monopoly and monopolistic competition in the general field of 
industry. It describes the development of the modern large corporation 
and the public controls which have been designed to protect investors and 
to remove corporate abuses ; it traces the developments in a considerable 
number of industries which have been characterized by concentration and 
cooperation; it reviews American public policy with respect to trusts and 
administrative control of the competitive process; and it considers pro- 
posals for invigorating our traditional policy against monopolistic ele- 
ments in the economy, and the alternative policies of government price 
regulation and government ownership and operation. 

No original or revolutionary doctrines with respect to economic theory 
or public policy are advocated. The purpose has been simply to collect 
the available materials relating to these extremely important economic 
and social problems and to present them in a manner that will be helpful 
to students of social science. New light has been thrown upon the oper- 
ation of the modern economy by recent investigations of the Temporary 
National Economic Committee and the permanent administrative bodies 
in Washington. But numerous decisions concerning proper public policy 
remain to be made. No ready answers have been found to the problem 
of fashioning implements that will assure the maintenance of the system 
of competitive individualism. It is our conviction, however, that the 
system has merits that are much to be desired and that our efforts should 
be directed to its preservation and betterment. 

We are greatly indebted to the many outstanding scholars who have 
studied and written in the field. Acknowledgments have been made 
throughout the text. But our debt is especially great to Professors Arthur 
R. Burns, Frank A. Fetter, Milton Handler, and Myron W. Watkins. We 
have also benefited from friendly discussion with our colleagues in Dart- 
mouth and wish particularly to mention Dr. Nelson Lee Smith, now 
chairman of the Board of Investigation and Research, Transportation 

vli 
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Act of 1940, and Professor Bruce W. Knight. We wish finally to record 
our appreciation of the kindly assistance rendered by the staff of the 
Baker Library of Dartmouth College. 

Hanover, New Hampshire Harry L. Purdy 

Martin L. Lindahl 
William A. Carter 
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American Economic Individualism: Achievements 
and Processes 


As America set out on her course of political independence, she sub- 
scribed to the philosophy of economic individualism that was gaining 
rapid acceptance in England. The trade restrictions of the English gov- 
ernment had been irritating in the colonial period, and the Constitution 
reflected the interest of the commercially important middle class in free- 
dom of enterprise. Without exception, leaders of American thought 
espoused the individualistic system. Alexander Hamilton did wish to 
use government interference in the form of the tariff to force the growth 
of American manufacturing, but he valued highly the driving force of 
self-interest in the economic sphere. His desire for a strong central 
government did not lead him to seek any material interference with the 
initiative and discretion of “the assiduous merchant, the laborious hus- 
bandman, the active mechanic, and the industrious manufacturer.” 1 And 
the manufacturer, the western settler, and the laborer who frequently 
came to America to escape religious and economic repression in Europe, 
readily joined in acceptance of the laissez-faire philosophy. The bright 
lustre of individualism was dulled by unemployment and pauperism after 
1807, but its essential virtues were seldom questioned save by some easily 
ignored “lunatic fringe.” 

To the mind of the early nineteenth century it seemed that the proper 
role of government was only to protect and organize the institutions of 
capitalism. The framework of the individualistic system — private prop- 
erty, free exchange, freedom of contract, freedom of enterprise — developed 
vigorously under the aegis of political democracy. Exceptions to the 
laissez-faire attitude were made to serve the general rule. In 1815, the 
recommendations of President Madison for tariff protection justified it on 
the score that import duties would protect the tender individualism of 
American industry against the older and more rugged individualism found 

1 The Federalist (Hallowell, Maine, 1826), Vol. XII, p. 64. 

3 
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in other countries. Madison had no doubts as to the wisdom of the 
accepted theory “which leaves to the sagacity and interest of individuals 
the application of their industry and resources.” 2 The individual, left 
free to direct his labor, his ability as an enterpriser, or his capital, could 
surely be trusted to advance his own interests, and incidentally, the public 
interest also. The individual would prosper only as he contributed to the 
economic development of the country. Sufficient control of the producer 
would be found in competition, which would preserve the identity of the 
private and public interests by preventing personal gains for the inefficient 
or the monopolist. Protected by the institutions of capitalism, indi- 
viduals would be driven by self-interest to organize and develop the 
productive capacity of the country. 

THE ACHIEVEMENTS OF AMERICAN CAPITALISM 

Much had to be done in the new nation. America found in economic 
individualism not only a satisfying freedom, but a means of achieving a 
spectacular economic development. In any critical study of American 
capitalism it is especially important to appreciate the achievements of 
the system. On the one hand, we must not sit quietly, immersed in self- 
satisfaction, when grievous faults can be seen and possibly remedied. 
But on the other hand, we must not become so absorbed in the patho- 
logical that we ignore the healthy elements. In our analysis of the faulty 
control of production under economic individualism we must not overlook 
the really great achievements of American enterprise. To do so would 
lead to serious errors in our conclusions. 

The history of the past one hundred and fifty years shows a truly great 
story of individuals undertaking the tremendously complicated task of 
directing American enterprise and resources into the varied fields of 
industry, exchange, commerce, and agriculture; undertaking the discovery 
of new tools and new methods of manufacture ; and developing improved 
forms of business organization and more efficient producing units. The 
achievements and the processes of the system are readily seen in the 
economic growth of the United States. 

Early Development 

Until about 1812 American enterprisers, composed in the main of 
merchant capitalists, turned their attention largely to foreign trade. 
They did, however, start a textile and an iron industry, particularly in 
New England and the Middle Atlantic States. 

2 James D. Richardson (editor), Messages and Papers o] the Presidents , Vol. I, 
p. 567. 
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Political disturbances inaugurated by the French Revolution and our 
participation in another war with the British slowed down the early 
economic development. But, despite the vagaries of war, foreign political 
upheavals, and the trade cycle, the United States made economic progress. 
A great ocean commerce grew up. Banks and banking developed and 
foreign and domestic trade expanded. The corporation as an institution 
began to play its part in the American economy. Economic development 
was stimulated, perhaps often over-stimulated, by the speculative spirit 
of American citizens — a spirit which continues to show itself on the 
slightest provocation. And continually the opportunities found in com- 
merce and manufacture were decreasing the former emphasis upon 
agriculture. 

Though foreign trade grew rapidly after 1815, it developed certain 
features that served to direct the attention of individuals to other fields. 3 
The post-war deflation of prices in Europe and America cut heavily into 
the sale of Oriental cotton and linens in the Western market. As silk hats 
replaced beavers, the fur trade in Europe experienced a real shift in 
demand. At the same time, in America, the cost of furs was rising as 
the exhaustion of nearby sources of supply drove fur traders deeper in- 
land. Far-sighted American merchants of the type of John Jacob Astor, 
John P. Cushing, T. H. Perkins, and Messrs. Bryant and Sturgis were 
withdrawing from foreign trade. 

A temporary decline in mercantile profits was a potent factor in shifting 
resources and men from commerce to industrial pursuits. For example, 
Cushing participated in railroad and canal development. Astor found 
real estate and banking attractive. Sturgis, Bryant, and others entered 
the fields of banking or industry. 

As the leaders moved from the category of merchant capitalists, a 
valuable specialization appeared: enterprisers concentrated on special 
fields of industry as the corporation allowed business units to be organized 
on a larger scale and management became more specialized. 

For a time conflicting views on the proper scope for the corporation 
retarded its use. Among state legislators there were those who agreed 
that liberal grants of charters would stimulate industry and promote 
industrial progress. But others, taking a more cautious point of view, 
wished to confine corporate charter privileges such as limited liability to 
those enterprises which would directly advance public welfare and the 
interests of the state. Into this category fell banks, turnpike, canal, and, 
at times, insurance companies. As a result, in industries where private 
gain was more manifest than public benefit, corporations were given 


8 N. S. B. Gras and H. M. Larson, Casebook in American Business History (New 
York, F. S. Crofts & Co., 1939), p. 668. 
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“limping” charters and denied the important feature of limited liability A 
The increased size of the business class eventually made its weight count 
in legislative assemblies, and ultimately limited liability became a widely 
accepted legal feature. Through the same business influence special acts 
of the state legislature ceased to be necessary for incorporation, as the 
supervision of incorporation was handed over to some state officer who 
operated under a general act prepared by the legislature. This so-called 
general incorporation was introduced by Connecticut in 1837. 5 

While business activity “bucked” the many economic cross-currents to 
be found in a new country endowed with great natural wealth, the growth 
of population and its westward movement proved an encouraging factor. 
Moreover, it was supplemented by the Federal Government's liberal 
policies with respect to both immigration and land. The growth and 
expansion of population widened markets, giving them both depth and 
breadth. And individual enterprise sought and found solutions as growth 
created innumerable problems. 

One restraining feature was the high cost of transportation. In 1821, 
it cost as much to convey a ton of merchandise thirty miles inland as it 
did to carry it from Europe to the United States. Freight charges be- 
tween Philadelphia and Pittsburgh were eight dollars per hundredweight; 
moreover, freight moved slowly. 6 

Thanks to the pioneer work of Morey, Fitch, Fulton, and Livingston, 
propulsion by steam offered a partial solution to the water transportation 
problem.' And in 1824 the Supreme Court made a significant contribu- 
tion when it ruled that the regulation of commerce on interstate water- 
ways was a province of the Federal Government. 7 As a result, the 
practical monopolies held by certain steamboat interests were broken 
and the way was opened for enterprisers. 8 Meanwhile public effort was 

4 Shaw Livermore, “Unlimited Liability in Early Corporations/’ Journal of Politi- 
cal Economy , Vol. XLIII, No. 5 (October, 1935), p. 686. 

a New York had passed such a law in 1811, but limited general incorporation pro- 
cedure to manufacturing . The Connecticut law permitted incorporation for “any 
lawful purpose,” not through the special negotiations with the legislature in estab- 
lishing the corporate contract, but through simple application to a designated state 
official who scrutinized the articles of incorporation to assure himself that they were 
within the general law of incorporation. Cf. A. A. Berle, Jr., and G. C. Means, The 
Modem Corporation and Private Property (New York, The Macmillan Company, 
1933), p. 136. 

6 B. H. Meyer (editor), History of Transportation in the United States before 1860 
(Washington, D. C., Carnegie Institution of Washington, 1917), pp. 88-90. 

i Gibbons v. Ogden, 9 Wheaton 1 (1824). 

* New York State had granted to Robert Livingston and Robert Fulton and their 
assignees the exclusive right to navigate for a stipulated number of years all waters 
within the state with boats moved by fire or steam. Gibbons was licensed under 
United States laws to carry on coasting trade and was plying the waters falling 
under the Livingston-Fulton franchise which had been assigned to Ogden. The 
Supreme Court held the New York law repugnant to the commerce clause of the 
Constitution. 
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directed toward the development of canals. New York State built the 
Erie and Champlain Canals. Pennsylvania connected the Great Lakes 
and Pittsburgh with Philadelphia and the anthracite coal fields. Farther 
West, in Ohio, Indiana, and Illinois, ambitious projects were undertaken. 

Railroads, in an experimental stage, showed promise. As they proved 
their worth they .attracted capital through the medium of the corporate 
device. Commercial interests in Boston, New York, Philadelphia, Balti- 
more, and other metropolitan centers invested heavily and successfully 
despite panics, depressions, and falling prices. Central markets were 
linked together and railroad lines were projected into tributary areas. 
Between 1830 and 1850, over seventy-three hundred miles of railroad line 
were built, largely in the New England and Middle Atlantic States and 
in Ohio, Michigan, and Indiana. The capital goods industries expanded 
to supply transportation with its requirements. 

In private hands, banking moved forward rapidly though often dis- 
astrously. The First and Second Banks of the United States came and 
went. In the older eastern cities and in the New England region less 
banking trouble was experienced than elsewhere. In other areas less 
restraint was shown and the mortality rate was exceptionally high. 
Private bankers and exchange brokers increased remarkably in im- 
portance. 0 They had much to do with the issue of and the trade in 
securities, though they could hardly be classified as investment bankers. 
They performed also the function of transferring funds from one part of 
the country to another, besides acting as agents for both the borrowers 
and lenders. 

In marketing, new opportunities were seized and new ways of doing 
business were developed. Wholesalers thrived and specialization in re- 
tailing increased greatly in the larger market areas. The actual pattern 
varied for different communities. In small villages and towns the 
general store was characteristic. In the larger inland cities wholesale 
and retail establishments were combined. In New York, A. T. Stewart's 
department store heralded the approach of a marked change in the 
retailing of consumer's goods. 

Technological Advancement 

Under the encouragement offered by the patent law men were busy 
with inventions. The Constitution had foreseen the aid which govern- 
ment might bring to the improvement of economic techniques, and had 
provided that: 9 10 “The Congress shall have the power to promote the 

9 C/. Gras and Larson, op . cit., p. 670. 

10 This constitutional power granted the Federal Government in Article I, Para- 
graph 8, ended the conflict, confusion, and uncertainty of the earlier arrangement 
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progress of science and useful arts by securing for limited times to authors 
and inventors the exclusive right to their respective writings and dis- 
coveries. ,, 

The first law passed in 1790 was amended three years later and then 
fundamentally changed in 1836. 11 As it now stands after a number of 
revisions the law gives the patentee, his heirs or assigns, for a seventeen- 
year period the exclusive right to make, use, or sell the invention or 
discovery throughout the United States. 12 It confers on him also the 
right to restrain others from infringement by taking action in the United 
States courts through injunctive proceedings and recovery of damages for 
unauthorized use. 

Near the close of the eighteenth century, Oliver Evans produced a 
high-pressure steam engine more suited to American conditions than the 
heavier and bulkier English machines. 13 In 1833, the Reverend Doctor 
F. W. Gussenheim invented and patented a method of smelting anthracite 
coal by a blast of heated air. Within two decades, anthracite smelting 
exceeded charcoal smelting in the nation's output of pig iron. Since the 
Lehigh, Delaware, Schuylkill, and Susquehanna valleys had easy access 
to rich deposits of anthracite coal, they became the real centers of an 
expanding iron industry. . 

In Newburyport, Massachusetts, in 1790, Jacob Perkins invented a 
nail-making machine which soon superseded the laborious hand methods 
of nail production. And forty years later, Ichabod Washburn developed 
a wire-drawing machine which became the basis of the great wire industry 
in Worcester, Massachusetts. This machine aided substantially in mak- 
ing practical the telegraph when the talents of Samuel F. B. Morse, Joseph 
Henry, Alfred Vail, and Ezra Cornell combined to invent it. 


where each colony had granted patents independently of the others. The Articles 
of Confederation had continued this unsatisfactory lack of system and centralization. 

11 Cf. G. A. Weber, The Patent Office, Institute of Government Research, Service 
Monograph No. 31 (Baltimore, The Johns Hopkins University Press, 1924), p. 4. 

* a The salient provisions of the present law may be listed under the following 
heads: subject-matter of patent; application for patent; rights of patentee, and 
relation of patent to competition. 

Under subject-matter, the applicant must establish conception, novelty, and utility 
of any art, machine, manufacture, or composition of matter or improvement thereon, 
under certain rigid conditions provided to protect others as well as himself. 

The application for a patent includes six parts: petition; assignment of power of 
attorney to the patent attorney representing the applicant before the Patent Office; 
specification, describing the invention as revealed by the drawings; the official draw- 
ings giving different views of the invention; the inventor’s claims for bis invention; 
and finally, the oath that the applicant believes that he is the original and first 
inventor of the thing for which he is soliciting a patent grant. Cf. Floyd F. 
Vaughan, Economics of Our Patent System (New York, The Macmillan Company, 
1925), pp. 23-27. 

19 E. C- Kirkland, A History of American Economic Life (New York, F, S. Crofts 
A Co., 1939), p. 309. 
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Simeon North, the farmer who turned munitions-maker, and Eli Whit- 
ney, inventor of the cotton gin, were other notable contributors. They 
introduced the principle of interchangeable parts and precision methods in 
firearms manufacture, and set the stage for the adoption of this principle 
in other industries. Agriculture benefited when the inventions of Jethro 
Wood, John Deere, Obed Hussey, and others revolutionized agricultural 
machinery. 

Not all the inventive genius, however, was confined to the native stock. 
Much advancement came from the transplantation of talent from Europe. 
For example, the textile industry’s rapid development owed much to 
Samuel Slater, who slipped out of England with his mind full of informa- 
tion which, when applied to our infant cotton textile industry, eventually 
earned him a place of eminence in cotton manufacturing. 

One could go on almost indefinitely to enlarge on the manifestations 
of inventive genius and the human instinct for workmanship in the 
United States. The product must stand as one of the great contribu- 
tions made by economic individualism in this early period. 

The Civil War had both a retarding and a stimulating effect on Amer- 
ican economic development. As is true of all major wars, total or partial 
destruction of man-power and wealth produced immediate and continu- 
ing economic and social losses of great magnitude. The distortions 
which an economy must endure as it is transformed from a peace to a 
war basis and then back to a peace basis bring consequences which vary 
in seriousness, depending upon the stage of economic development of 
the countries involved. In this instance, great opportunities and a vigor- 
ous individualism made possible a rapid recuperation, particularly in the 
industrial states north of the Mason-Dixon line. 

In one way the war had contributed to further industrialization. The 
drain of man-power into war service left industry understaffed. And 
the unprecedented demand for certain types of products necessary to 
equip and feed the army and navy emphasized the need to mechanize 
production. Men of wealth turned their attention and resources to meet 
this situation and profited thereby. For example, Colonel Gordon Mc- 
Kay financed a new type of shoe-stitching machine. To encourage its 
use he introduced the royalty-leasing system to shoemakers. Introduc- 
tion of this machine process in the shoe industry helped greatly in sup- 
plying the Union armed forces with footwear. Similar growth *of mech- 
anization occurred in cotton textiles, pig iron production, and farm 
implement manufacture. Goods produced in large factories owned by 
companies managed by corporate boards were becoming more and more 
common. While government efforts were turned to remedy weakness in 
the banking system revealed by the war, private enterprise attacked the 
problem of transportation. Deficiencies in transport were revealed dur- 
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ing the war and were accentuated by the growing needs of Western set- 
tlers who were pouring into the lands beyond the Mississippi. The pub- 
lic was land-value conscious, and governmental land policy whetted the 
appetites of a wealth-gathering people. 14 Consequently it was not dif- 
ficult to arouse public interest and support in laying a wide-flung railway 
network. The public attitude was encouraged by a capitalist group 
which had made large profits from the Civil War. The accumulations of 
war days sought new channels of investment, so with characteristic 
energy American promoters and capitalists took advantage of the favor- 
able circumstances. 15 

The era after the Civil War witnessed a great exploitation of natural 
resources. Up to about 1870 the concentration of anthracite in north- 
eastern Pennsylvania and the heavy transportation costs confined indus- 
trial development largely to the Northeastern section of the country. 
But industry learned to use cheaper bituminous coal not only to produce 
steam power for industry and transportation, but also for the gas it 
yielded for lighting and heating purposes. With soft coal abundantly 
available in the Appalachian plateau which stretches from Alabama to 
Lake Erie, and with heavy deposits in the Mid- Western states, industry 
began to spread out. 

, In 1859, Colonel Drake discovered oil in Pennsylvania. When the 
properties of this product proved it a good illuminant there occurred a 
mad rush of prospectors to Western Pennsylvania. A great new industry 
was born, and great fortunes awaited the more careful exploiters. At 
first, attention was directed to the production of kerosene from petroleum. 
Later this product was to be relegated to the background by gasoline, fuel 
oil, and various grades of lubricants when the internal combustion motor 
became important. 

The Lake Superior iron resources, discovered by government surveyors 
in 1844, were rapidly developed. Roadbeds and trackage were laid in- 
land from the Great Lake ports, and high-grade ore poured from this 
great region which harbors one of the richest iron ore beds known to 
man. 

Coal, oil, and iron, basic to industrialization, were made available to 
a population eager to develop and use them. In addition, further tech- 
nological developments appeared. 


14 This land policy was exhibited by a series of acts such as the Homestead Act 
of 1862,' the Mineral Land Act of 1872, and the Timber and Stone Act of 1878, 
which aimed to transfer natural' resources from public to private hands at low prices. 

15 William Z. Ripley, Railroads: Finance and Organization (New York, Longmans, 
Green and Co., 1915), pp. 370-384; Stuart Daggett, Railroad Reorganization , (Cam- 
bridge, Mass., Harvard University Press, 1908), Chap. 10; E. G. Campbell, The 
Reorganization of the American Railroad System , 1893-1900 (New York, Columbia 
University Press, 1938). 
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Henry Bessemer, an Englishman, developed the Bessemer (acid) proc- 
ess of steelmaking. Later improvements by the Thomas**Gilchrist 
(basic) process allowed phosphorous or sulphur-bearing iron ore to be 
used. These methods were followed shortly by the Siemens-Martin 
open-hearth process, so named from its German and French inventors. 
These changes were timely for transport and for industry. 

In other fields technical progress was no less startling and significant. 
Production of refrigerator cars revolutionized the meat-packing indus- 
try. Tool machines in great variety were improved. The grinding ma- 
chine, the emery wheel, and other important machines which worked 
with automatic precision combined to push forward with great speed the 
important machine tool industry. A telegraph line spanned the continent 
east and west in 1861, and Cyrus Field laid the first Atlantic cable in 
1866. Alexander Graham Bell's telephone became of practical impor- 
tance and its use spread rapidly and widely after a brief period of public 
skepticism. Meanwhile men like Edison and Westinghouse, in experi- 
ments with electricity, laid the foundation of a great electric industry. 

Associated with this period were men whose names have gathered fame 
or notoriety for one reason or another. In railroading, Jay Cooke, Jay 
Gould, Cornelius Vanderbilt, Edgar Thomson, E. H. Harriman, James 
J. Hill, W. B. Ogden, Henry Villard, and Leland Stanford are best known. 
Industry had John D. and William Rockefeller, Andrew Carnegie, Henry 
Frick, H. O. Havemeyer, Cyrus McCormick, William Deering, Herman 
and Philip Armour, Gustavus Swift, Gordon McKay, E. I. du Pont de 
Nemours, and John W. Mackay. In merchandising, the leaders were 
John Wanamaker, A. T. Stewart, and Marshall Field. In banking, J. P. 
Morgan, Jay Cooke, George Fisher Baker, and James Stillman were most 
prominent. And the great speculators, men of the type of Daniel Drew, 
Benjamin P. Hutchinson (“Old Hutch”), Jacob Little, Israel Freyer, 
Daniel Reid, Joseph Leiter, and John W. (“Betcha-Million”) Gates made 
splendid news copy from time to time with their daring market activities 
and their personal idiosyncrasies. 16 

Business Organization 

The organization of business did not escape unchanged. Marketing 
methods in particular were re-shaped. John Wanamaker and A. T. 
Stewart emphasized customer service and the single price as they ex- 
panded the department-store method of merchandising. 17 In 1872 Mont- 
gomery Ward and Company opened a mail-order house in Chicago to 

16 Cf. Miriam Beard, A History of the Business Man (New York, The Macmillan 
Company, 1938), pp. 628-632. 

17 C/. Gras and Larson, op. cit., pp. 479 ff . 
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meet the needs of the farming community, and its trade grew rapidly. 18 
The chain-store movement had appeared in 1858 with the establishment 
of the Great Atlantic and Pacific Tea Company, and twenty years later 
it grew in importance when F. W. Woolworth started his “Five and Ten” 
chain. The James Butler grocery chain appeared in 1882 and S. S. 
Kresge’s variety chain followed it in 1885. 19 Meanwhile, marketing ex- 
periments in other lines were attempted, in order to circumvent the whole- 
sale organizations in the channels of trade. Thus, one shoe manufactur- 
ing firm, W. L. Douglas and Company, in 1876 established a chain of 
retail shoe stores, thereby cutting out entirely the wholesalers of its 
products. 20 

In marketing, many producers began to increase the emphasis placed 
on attempts to differentiate their products from those of competitors. 
Sellers had always attempted to attract custom by the offer of special 
services to the buyer. A friendly personal service, favorable credit terms 
or other inducements had frequently established a producer and the 
goods he sold in a distinctive position in a market. As modern advertis- 
ing developed, increasing efforts were directed to this end. Greater at- 
tention has been given to packaging and to the offer of varying qualities 
of the product and supplementary services attached to it. In the sale 
of many goods, such as clothing, frequent changes in public taste have 
been fostered and individual companies have been able to set off their 
product as distinct from that of other companies by maintaining a style 
leadership. Frequently these developments have brought valuable in- 
formation to buyers and have broadened the markets for many products 
so as to allow production to be organized on a larger and more efficient 
scale. Unfortunately, however, they have brought heavy costs on many 
industries as expenditures are made for advertising or style changes that 
bring little or no benefit to the buyer. 

While marketing was being revolutionized after the turn of the cen- 
tury, products continued to be improved, and costs and prices were low- 
ered in numerous instances as factory processes and methods supplanted 
the handicrafts. In the great changes that have occurred there has been 
not so much a disappearance of old industries as a transformation 
through improved product and increased productive capacity. What has 
proved even more spectacular, however, has been the great increase in 
new; industries based either on the technical development of old industries 
or on completely new inventions and discoveries. Thus, the high-speed 


18 Allan Nevins, The Emergence of Modem America (New York, The Macmillan 
Company, 1927), p. 172. 

19 Encyclopaedia Britannica (14th edition), Vol. Y, p. 190. 

20 N. S. B. Gras, Bvdness and Capitalism (New York, F. S. Crofts & Co., 1939), 
p. 199. 
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gasoline motor invented by Gottfried Daimler in the eighties had its 
American adaptations and development in the twentieth century. It 
became first the basis of a great new automobile industry and later the 
foundation of a lusty young aviation industry. The telephone, another 
nineteenth-century invention, has become a widely used and highly de- 
veloped present-day mechanical marvel. It has taken its place beside 
the earlier telegraph. Similarly, radio communication has appeared, 
bringing with it an entirely new industry which tends to complement 
rather than displace other forms of communication. Likewise the chem- 
ical industry has made great advances in the manufacture of a large 
variety of synthetic products. And numerous other illustrations might 
be utilized to portray the dynamics of the twentieth-century economy. 

These new developments, in which economic individualism has played 
no small part, have had varied effects on our economy. On the one 
hand, they have frequently provided the opening of new opportunities 
for the individual. On the other hand, they have forced him to take 
advantage of the new opportunities by making the older ones relatively 
less attractive. Thus, the shift in demand from carriages to automobiles 
forced carriage-makers to abandon their industry largely and turn to 
automobile production or to other things. Moreover, the introduction of 
the new product created other new demands. For example, the popu- 
larity of the automobile brought demands for better roads, for convenient 
wayside gas stations, restaurants, and sleeping accommodations. And 
established industries, like the rubber goods industry, found their markets 
enlarged with the demand for automobile equipment and accessories. 

As these changes have taken place, men have been quick to provide 
new organizational methods to handle the problems of mechanical de- 
velopment and large-scale operations. Specialization has become more 
minute, and group effort has changed the activities of individuals. In 
numerous instances technical and commercial researches are no longer 
undertaken by individuals but by groups of individuals, any one of whom 
is perhaps more amply supplied with the tools for research and scientific 
investigation than he could be by his own efforts. In making these 
things possible the business corporation, including the holding company, 
has served well, being highly proficient as a mechanism for raising capital 
funds upon which such group activities are dependent. 

THE PLANNING MACHINERY OF CAPITALISM 

In the historical record it is possible not only to realize something of 
the achievements of the American system, but also to discern the tasks 
that face any system of control. Firstly, it must determine how the 
productive resources of the country are to be allocated to the various 
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producers. Secondly, it must provide some means to force the individ- 
ual plants or producing units to operate efficiently. Thirdly, the size of 
business organizations resulting from a combination of individual plants 
must be set at an economic size. Fourthly, the resources spent on plan- 
ning must be held to a minimum in order that production may be as great 
as possible. 

The Allocation of Resources 

While capitalism utilizes the individual as the instrument for economic 
planning, it uses the guiding force of costs and prices to direct production. 
If producers are competing for profits, and entrance into the various 
fields of production is open, costs of production would allocate natural 
resources, labor, and capital as directed by the wishes of buyers who 
make their desires known through price offers. 

If the products of a number of producers are homogeneous in the sense 
that they appear to be the same to buyers, it is possible to think in terms 
of an industry’in which a considerable number of independent companies 
of similar size and efficiency are producing to satisfy the demand for a 
commodity. If these conditions were present the commodity would sell 
at a price which covers the unit cost of the individual firms when they 
are operating at their point of lowest cost. Any price above this figure 
would bring in added firms, and any lower price would make impossible 
the continued existence of the producing companies. If differences in 
efficiency exist between firms, the commodity must sell for a price suf- 
ficient to cover the costs of those least efficient firms that are just needed 
to produce the quantities taken by purchasers. None of these marginal 
firms could continue over a long period of time to take less than cost. 
If losses were suffered, investment would be forced to withdraw from 
the field until lower-cost firms became marginal and the reduced output 
could sell at prices that covered costs. Superior or intra-marginal firms 
would accept this same price and enjoy certain profits from their supe- 
riority. Besides, the products of the several producers are not distinc- 
tive, so the demand for the product of any one producer is perfectly elastic 
— that is, if any firm asked a price above this cost-determined price it 
would make no sales. As a result of the competitive situation, costs set 
a price that serves as both a minimum and a maximum. 

The cost which any one producer incurs in the production of a com- 
modity would be a function of the amount of product he could get out 
of the labor, capital, and natural resources he would use and of the prices 
he would pay for these factors of production. Furthermore, their prices 
would be determined by what all producers would pay for them. Under 
perfect competitive conditions, producers would pay a price equal to 
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whatever the factors of production were worth to marginal producers 
in their respective industries. It appears that the value of the factors 
to one industry would be the cost which another industry must pay to 
get the use of these or similar factors. So, if any one industry should 
grow to such a size that its last increase in the used factors of produc- 
tion turned out a commodity which could sell exactly at cost, then this 
industry would be of “ideal” size. The resources producing the marginal 
supply of the commodity in question have a value in this particular field 
just equal to what they would have in other fields. In such a case, 
resources would have been allocated among all the various industries in 
the most efficient way possible. 

It is only in the abstract that we can describe this process as working 
with thoroughness and precision. But this does not mean that it has 
not directed American enterprise. The whole economic history of the 
United States reveals that one field after another has been exploited 
as it showed profitable prospects. It is not by chance that railroads were 
extended when the expansion of industry rendered existing roads inade- 
quate. Neither, in various periods, were resources poured into the heavy 
industries by chance. When the prices that could be obtained for the 
products of the heavy industries yielded or promised to yield an income 
sufficient to pay the cost of attracting resources from other fields, their 
expansion occurred. 

Plant Efficiency 

Prices and costs also drive the individual to work for the second ob- 
jective of production control, the efficient operation of individual plants. 
A number of plant factors affect costs and thereby are brought in under 
the control of the competitive planning device. If location is important 
to the efficiency of a plant, its influence on costs will force an enterpriser 
to develop the best available sites or suffer severely from the competition 
of lower-cost producers. Similarly, the pressure to reduce costs would 
drive each producer to improve his methods of management and his 
technical processes. Improvements, resulting in lower prices, would be 
rewarded with increased sales and larger profits. Any enterprise which 
failed to keep step would lose profits and possibly would be forced out 
of the industry. Furthermore, since the purchasing power of the con- 
sumer is limited, competition brings pressure on industry as a whole to 
improve its technical methods. The elasticity of demand for shoes may 
be such that lower prices would persuade the consumer to spend a larger 
portion of his income on shoes and a smaller part on gasoline, or hats, 
or excursions on the railroad. 

The mere adoption of improved techniques will not improve the effi- 
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ciency of plants unless plant size is properly adjusted. Where technical 
methods are simple a small plant will allow production to be carried on 
efficiently, but in many industries elaborate specialization calls for large 
capital investments. For example, in 1905 only a number of hand tools 
and a few machines were required in the best automobile plants. Today, 
however, the specialized production of various parts of the car and the 
intricate assembly system require a large investment in plant and equip- 
ment. In every industry there is a certain size demanded by technical 
methods. Firms below this optimum size cannot take full advantage of 
large-scale methods and will suffer in competition with larger producers. 
For most industries there is probably a fairly wide range over which 
size may vary without adverse effects on costs. And as plants are built 
beyond this scale they will reach a point where added capital does not 
yield a corresponding increase in producing capacity. In this case the 
largest firms would suffer in competition with the smaller ones. 

When proper amounts of capital are assembled, costs may then be 
influenced by the amount of labor and materials combined with that 
capital. At any one time the capital may be considered a fixed factor, 
and a certain proportion of these variable factors must be combined 
with it to bring operations to the point of maximum efficiency. If pro- 
duction were started with part of the plant unused, costs would be high 
for two reasons. Firstly, the total of fixed costs would have to be spread 
over a small output. The fixed cost borne by each unit of the product 
(average fixed cost) would be high. In other words, the capital would 
not be utilized fully. Secondly, the cost in labor and materials to produce 
each unit of the product would be relatively high. If more variable 
factors were added, output would increase more than proportionately, 
and the cost for variable factors borne by each unit of the product (aver- 
age variable cost) would be reduced. 

These two costs will not continue indefinitely to respond so favorably 
to increases in the scale of operations. In fact, they soon start to move 
in opposite directions. As soon as the point of diminishing returns is 
reached, the average variable cost starts to rise. At this point the output 
per laborer is greatest. Then, as more men are employed, the output 
increases, but not proportionately. For example, the expenditure for 
labor may be increased 10 per cent and the output 8 per cent. The 
same phenomenon would be true for materials, and the average variable 
cost would increase as soon as operations were pushed into the stage of 
diminishing returns. The average fixed cost reacts more favorably. 
The total fixed cost stays the same and is spread over the larger output, 
so the amount laid on each unit of the product continues to decline. This 
would go on until further attempts to increase the output would so crowd 
the plant with variable factors that the total product would actually 
decline. 
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At any one scale of output the total cost of each unit of product 
(average cost) is obtained by adding the average variable cost and the 
average fixed cost. It would appear, then, that as the scale of operations 
grows past the point of diminishing returns this average cost will be 
pulled downward by the average fixed cost and upward by the average 
variable cost. The pleasing influence of the former diminishes and the 
influence of the latter grows until some point or range of operation is 
reached where the average cost is at its lowest point. Here the plant 
is at its optimum scale, where it has combined the fixed and variable 
factors in ideal proportions . 21 

If all the firms in a field of industry were on an equal footing, they 
would be forced to operate at their optimum scale, and their average cost 
would be the same. Subtle inequalities between firms do appear, and 
give rise to the concept of marginal and intra-marginal companies. The 
latter may safely and economically push their production past the least 
cost point. A simple illustration might show a superior firm operating 
at its optimum scale with an output of one hundred units and an average 
cost of one dollar, while the article sold at one dollar and ten cents. It 
is making an abnormal profit of ten cents oq each of one hundred units. 
But it can do even better. The added cost directly attributable to the 
production of one more unit (marginal cost) would be one dollar and 
three cents. This unit would be produced because there is a profit of 
seven cents to be made on it. Output could be increased by the use of 
more labor and materials until the marginal cost equalled the selling 
price. Although its operations are profitable, the company would not 
proceed beyond this point. To do so would entail producing some units 
that actually cost more than their selling price. The competition of 
marginal and intra-marginal firms would prevent it from obtaining any 
better price. Concern for its profits would stop its growth at the point 
where marginal cost was equal to the selling price. Here its superiority 
over marginal firms has forced it past the ideal proportioning of fixed 
and variable factors. But as long as the superiority exists, it achieves 
the most efficient use of the factors at this point. The marginal amounts 
of labor and materials yield a value equal to their cost. 

Combination! Economies 

The size of business organizations also tends to be shaped by costs 
under competitive conditions. Various economies may be realized when 
plants are combined under one business. Costly management may be 

21 In time the superior firm would increase its fixed plant so that it would be 
operating at its optimum scale. If some relatively scarce factor prevented the in- 
crease, its value would be written up by an amount equalling the capitalized value 
of the excess profits, and the least cost point would be shifted. 
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employed and its expense borne by a large concern. Plants may be 
located at strategic points near to varied sources of raw materials or 
near various market centers. Integration of various steps in production 
may be achieved by vertical combinations that result in a coordination 
not possible between separate companies. And horizontal combination 
of*plants in the same stage of production may bring economies through 
purchasing raw materials or marketing finished goods in large volume; 
through support of research by the large combination; through plant 
specialization that may adjust production in certain plants to particular 
local market conditions or may allow steady operation of most of the 
plants while a few bear the cost of fluctuating demand; through a 
specialization of plants that allows a saving of freight as plants are 
decentralized through major market areas. Where gains from these 
sources are realizable, the competitive pressure to reduce costs tends to 
bring about an efficient combination of plants. 

Product Differentiation 

In this competitive proce§rs buyers are pictured as turning to a group 
of sellers for satisfaction of their demand for some product. In many 
industries, however, producers have not been content to accept the lack 
of distinction between their goods and those of competitors. They have 
tried to make the buyer view their products as distinctive and not 
merely as part of the output of a whole industry. Patents, copyrights, 
advertising, style changes, and many other devices have been used in 
pursuit of this objective. If the individual seller is successful in persuad- 
ing a significant number of buyers to think not merely of coffee when 
they want their breakfast drink, but to think of “Malkins’ Best,” he has 
made -an important competitive move against other producers in the 
same field. He can now raise the price of his product above the levels 
of other coffees without losing all his sales to competitors — that is, the 
demand for his product is no longer perfectly elastic. In this case, any 
analysis of the economic planning effected by the competitive system 
must center attention on the individual firm and not on the industry. 
In effect, each company producing a differentiated product becomes a 
more or less distinct “industry.” 

Where products are homogeneous the individual company is forced to 
set its price at the going price level, which is determined by demand 
and supply conditions beyond its control; and if it wishes to make as 
large profits as possible, it is forced to adjust its production to the current 
price level. But when the seller is able to persuade buyers that his 
product is a distinctive one, he is able to set his price with some inde- 
pendence. In other words, he can now raise his price above the current 
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level for outwardly similar products and suffer only a limited loss in 
sales. This inelasticity of demand will probably vary at different price 
levels. Sales may fall off very slightly for small increases in prices and 
then may decline materially for further increases. 

For the demand condition that exists at any one time the seller will 
fix his price so as to maximize his profits. As he restricts output below 
the competitive amount, where his costs are equal to the current price, 
he finds that he can demand higher prices without an equal increase in 
unit costs. He cannot restrict too far, or he will find that the unit 
cost of production is rising too rapidly, or that a sizable profit per unit 
of product is being made but sales are curtailed so much that the total 
profit is diminished. He will cut his production only to the point where 
his total profit is greatest. The price, of course, will be above the compet- 
itive level and production will be restricted below the “ideal.” How- 
ever, if competitors are making vigorous efforts to differentiate their 
own products, the price increase and the consequent injurious restric- 
tion of production will tend to be small. A small number of buyers may 
view the product as unique, and xhe inelasticity of their demand may be 
high, but sales sufficient to allow an efficient scale of operations will have 
to be made to a mass of ouyers wno have a very limited belief in the 
distinctiveness of the product. 

Over a period of time the producer may change the expenditures he 
makes on the various forms of non-price competition. He may alter the 
intrinsic qualities of the product, the packaging or other elements in its 
appearance, the supplementary services he offers, the distinctive styles 
he tries to develop, the amount of sales promotion and advertising. For 
the sake of simplicity, it may be assumed that he views the price he 
charges as fixed. If so, these competitive efforts will change both 
the demand for his product and the cost of it. His objective then 
will be to adjust these selling expenditures so that his total profits 
will be as large as possible. They will be greatest when any addi- 
tions to sales expenditures will just increase his receipts by an equal 
amount. 

In actuality, many producers who are not selling at conventional prices 
will be adjusting their prices, the character of their commodity, and their 
expenditures for advertising and so forth, at one and the same time. 
The adjustment becomes more complicated, but the results are essentially 
the same. Output will be restricted below the ideal amount expected 
under conditions of price competition, and resources that could be used 
in producing goods and services will be expended on the non-price com- 
petitive effort. There are, however, powerful competitive forces residing 
in these varied efforts. There is every reason to believe that the pressure 
of selling costs will exert pressure on producers to minimize their pro- 
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duction costs. The one inescapable harm lies in the restriction of sales 
which product differentiation permits. 

Conclusion 

Competition requires a great deal of the individuals who wish to use 
it as a planning device. Intelligence and a considerable concern for 
their economic affairs are demanded of consumers. Without these qual- 
ities the system lacks any satisfactory direction. With them, produc- 
tion is guided into the channels desired by consumers with purchasing 
power, and the distortion that may be developed by non-price competi- 
tion will not be of great importance. On the production side, enterprises 
must possess a knowledge of present and future economic opportunities, 
and resources must be transferable from one employment to another 
as opportunities are revealed. In spite of imperfect conditions, compe- 
tition has effected a truly remarkable development of American industry. 
The imperfections, however, have made it yield far less satisfactory re- 
sults than might have been realized. 



The Faults of American Economic Individualism 




While economic individualism achieved great results, it fell far short 
of perfection in organizing American production. Serious faults ap- 
peared even in the period before the Civil War, when the economic field 
possessed characteristics very favorable to the operation of the compet- 
itive system. Business units were relatively small and techniques 
relatively simple; entry into various fields of enterprise was open and 
competition was protected. Market weaknesses arising mainly out of 
poor transport allowed small local monopolies to exist in many industries 
and many localities. Imperfect knowledge regarding production meth- 
ods and markets was responsible for waste that reached staggering pro- 
portions in recurring business depressions. By 1860 a half-dozen serious 
business collapses had occurred. One of the most severe, that of 1857, 
was preceded by a serious over-expansion of railroad-building and marked 
speculative growth in the exploitation of natural resources, and was made 
worse by banking excesses. Five thousand business failures and the 
unemployment of labor and capital were evidence of an unfortunate 
waste. 1 

Agriculture also suffered, partly from the faulty operation of economic 
individualism and partly from mistaken public policies. Individualism 
led too often to the appropriation of land for the purpose of speculation 
instead of production. As late as 1890, homesteaders had directly ac- 
quired less than three and one half per cent of the land west of the 
Mississippi. Most of it fell first into the hands of railroads and specu- 
lative land syndicates. It was sold to native and immigrant settlers at 
prices which, though relatively cheap, helped to saddle unnecessarily 
heavy debts on a large section of the population. 

The tariff added to the farmer’s troubles by increasing the cost of 
materials he bought and injuring the foreign market for his products. 


1 Ernest L. Bogart, Economic History of the American People (New York, Long- 
mans, Green and Co., 1930), p. 383. 
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Frequent gluts in the produce markets, the high cost of credit arising 
from an unsatisfactory banking system, exorbitant and discriminatory 
railroad rates, and the abuses perpetrated by produce middlemen and the 
“livestock ring” in Chicago made the competitive system far from satis- 
factory for the farmer. 

After the Civil War, improvements in communication and transport 
and in banking made possible the removal of some of the faults of the 
earlier period. But as markets widened, competition reached a peak 
of activity, only to develop new faults. In industry, trade and finance 
the emphasis was on speed and quick action. The tactics of land-grab- 
bing, so much a part of the westward expansion, were carried over into 
business activity. “Beat the other fellow to it” was the slogan in busi- 
ness. So few checks existed to control the excesses of business that a 
number of state governments were corrupted by business interests. 
Competition deteriorated in quality as it grew in intensity. Deception 
and unfair tactics in both old and new forms were common. They served 
both to increase brute economic strength and to bolster the economically 
weak. Whether or not they read Darwin and Herbert Spencer, business 
men in general subscribed to the philosophy of the survival of the fittest. 
And the fittest were too frequently those with the most economic power 
and the least conscience. 

Certain economic phenomena contributed to this survival philosophy 
and to the intensified economic rivalry. War and post-war inflationary 
conditions were not long sustained, and 1873 brought a panic which 
affected every operation of finance and commerce. The panic proved, 
however, to be merely the beginning of a quarter-century of seething 
economic and social ferment of wide-spread significance. Railroad con- 
struction had proceeded too rapidly, 2 and heavy industries had pushed 
into a stage of over-investment along with the railroads. Aided by the 
corporation, business leaders had gone too far in their search for the 
alleged economies of larger-scale production. When prices fell like 
plummets in 1873 there arose a great cry for inflation. But the Grant 
administration succeeded in staving off this demand and an outgoing 
Republican Congress in 1875 passed an act to resume gold specie pay- 
ments. Fortunately, by the time specie payments were actually resumed 
in 1879, foreign trade had improved markedly. The decline in prices at 
home, occasioned by the resumption of specie payments, and the Euro- 
pean crop shortages of 1879 and 1880 boomed American exports and 
aided in the retention of gold and its importation from abroad. In spite 
of this, the downward trend of prices continued until well into the 1890 , s. 

2 Railway mileage owned and operated in 1860 was 30,626 miles; in 1870, 52,922 
miles; in 1880, 93,262 miles; and in 1889, 161,276 miles. Statistical Abstract of the 
United States (Washington, D. C.: U. S. Government Printing Office, 1916), p. 272. 
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Declining prices and the pressure of overhead costs served to sharpen 
competition to such an extent that even powerful individuals sought eco- 
nomic safety in group action. And they found in combination a very 
comfortable haven. 

The Growth of Cooperation 

Group action revealed itself in various ways. In its most elementary 
form it appeared first as the “gentlemen’s agreement” to forego or limit 
competition. But too many business men of that era were lacking in 
the required gentility. They threw aside the gentleman’s mask whenever 
a good opportunity appeared and took advantage of other gentlemen. 
Groups of supposed competitors then tried written agreements to restrict 
competition. These pools, however, broke down also. The courts held 
that the agreement was not a legal contract and could be broken with 
impunity. When prices broke in 1873 and continued downward, the 
strain on these agreements became too great. It became obvious that 
stronger bonds must be forged. The Rockefeller oil group found an 
answer in the trustee device. By inducing a sufficient number of share- 
holders in competing organizations to lodge their shares in the hands of 
a small group of trustees and accept in exchange trust certificates, a small 
set of leaders gained complete control of an industry. This device 
served nicely until it was subjected to legal attack by several states on 
the ground that it exercised a power not granted to corporations in their 
charters. 3 By the time this attack was made, however, revenue-hungry 
states, competing for business in corporation charters, made it possible 
for corporations to be formed for the sole purpose of holding shares of 
stock in other corporations. A wide opening was made for the gathering 
of hitherto competing companies under one consolidation. 

As the 1890’s drew to a close, there were present a number of conditions 
which, by favoring economic concentration, led to attacks on competition. 
Widening markets and continued technological progress encouraged 
consolidation into larger business units. The corporation lent itself to 
relatively easy acquisition of the large capital sums needed. Large in- 
vestments in fixed plant, machines, and other expensive equipment re- 
duced the number of competing firms, while they eventually made it more 
difficult for new firms to enter a field. In addition, overhead costs were 
made much heavier and threatened to generate extreme and unruly compe- 
tition. Cooperation seemed the wiser course. Corporate promoters and 
powerful financiers foresaw the possibilities and were ready and willing 
to take advantage of their opportunities. The holding company device 

8 Some of the better-known trustee devices in operation in this period, in addition 
to the Standard Oil Trust, were the Whiskey Trust and the Sugar Trust. 
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was available to make consolidation comparatively simple and effective. 
Public interest was divided. On the one hand, the laborer, the farmer 
and the small investor wished to benefit from the alleged economies of 
larger-scale production through lower prices and through increased divi- 
dends from corporate successes. On the other hand, they feared the 
consequences of concentrated economic power. 

The Tariff and Patent Laws 

Public policies in this period were contradictory. This was exemplified 
by the attempts to apply the Sherman Act to restore competition while, 
at the same time, Congress passed the Dingley Tariff of 1897 to insulate 
domestic markets against foreign competition. 

Unfortunately the patent law was also injuring competition. The 
patent privilege confers a monopoly, but only on a specific invention. 
It was based on fundamental ideas of competition: that individual initi- 
ative and enterprise should be encouraged through the offer of patent 
rewards for significant improvements in industrial techniques. 4 It was 
intended to stimulate competition by encouraging rival intentions. 5 

As the United States developed industrially, a process in which in- 
ventions played a significant part, patent privileges began to be used 
as a method or screen to accomplish things hardly consistent with the 
competitive system. One investigator has labelled the patent as the 
greatest single monopolistic device of recent decades. 6 7 Many others in 
less extreme statements have indicated generally similar attitudes. 1 

The pool, a typical form of combination in the decades immediately 
after the Civil War, was employed by patent owners, as well as others, 
in attempting to eliminate competition. Through the patent pool, former 
competitors participated in the patent privileges according to some ar- 
rangement acceptable to all the participants. 

Defects of the pooling arrangements led competitors often to seek out- 
right ownership of all patent rights relating to a particular industry. 
This was accomplished in various ways. One method allowed a corpo- 
ration to acquire plants, patents, and other properties of its competitors 
through purchase. Another method was to buy only the patent rights 
of individuals and companies. Some companies, as the Eastman Kodak, 


4 Floyd L. Vaughan, Economics of Our Patent System (New York, The Macmillan 
Company, 1925), pp. 23-27. 

* * Oldfield Committee on Patents, H. R. 1161, 62nd Congress, 2nd Session, p. 2. 

6 Mortimer Feuer, “The Patent Monopoly and the Antitrust Laws,” Columbia Law 
Review, , Vol. XXXVIII, No. 7 (November, 1938), p. 1146. 

7 E.g. t Vaughan, op. cit., p. 34; Senator O’Mahoney of the Temporary National 
Economic Committee, The New York Times , July 17, 1939. 
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combined the two methods, buying all the properties of some companies 
and only the patents of others. 

Unfair competition — a phrase peculiarly difficult to define satisfactorily 
— has appeared in various forms while linked to the legitimate patent 
monopoly. It has taken the form of forcing the rental or purchase of 
the patentee’s unpatented articles as a requirement of purchase or lease 
of patented articles. In other instances purchasers of patented articles 
have been required to submit to pricing policies dictated by the patentee. 
In addition, competitors of patent-holders have been threatened with 
infringement suits or have been injured in other ways. 

The Combination Movement 

A wave of combination swept over the country between 1897 and 
1904. Railroaders Hill and Harriman in the West and the leaders of the 
New York Central and the Pennsylvania Railroads in the East purchased 
control of many of the lesser independent railway lines. But railroad 
combinations were dwarfed by the horizontal and vertical combinations 
that appeared in the industrial field. Between 1899 and 1901 two hun- 
dred industrial combinations, with a total capitalization of ten billion 
dollars, were formed. Among the giants was that combination of com- 
binations, the United States Steel Corporation, with a capitalization in 
excess of $1,400,000,000. Others of great size were the Standard Oil 
Company of New Jersey, Consolidated Tobacco, International Harvester. 
American Can, American Locomotive, National Packing, International 
Mercantile Marine, and the United Shoe Machinery Company. In 
some instances, combination was accomplished through the medium of 
the pure holding company through exchange of controlling securities. 
In others, it resulted from outright fusion of companies through merger, 
amalgamation or purchase of assets. 8 

In 1904 a Supreme Court decision adverse to the Northern Securities 
Company, a railroad holding company alleged to be violating the Sherman 
Act, brought an end to a combination movement which had about ex- 
hausted itself. 

From 1904 to 1920, few industrial consolidations of real importance 


8 By merger is meant a transfer of assets from one or more corporations to another 
already in existence. The transferring corporations lose their identity and disappear. 
By amalgamation is meant the creation of a new corporation. It acquires the assets 
of the corporations amalgamating with it. The old corporations are then dissolved 
Where outright purchase of assets is involved the selling corporations dispose of their 
assets to a corporation directly. The selling corporations may then remain mere 
shells, or they may be dissolved later according to statutory provisions. Cf. J. C. 
Bonbright and G. C. Means, The Holding Company (New York, McGraw-Hill Book 
Company, 1932), pp. 27-28. 
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took place. Exceptions should be made for General Motors^ established 
in 1908, and for such consolidations as Paramount-Famous-Lasky (1916), 
Union Carbide and Carbon (1917), and Sinclair Consolidated Oil (1919). 
Investment bankers had carefully culled tne industrial field and then had 
turned their attention to merchandising securities in the public utility 
field. Moreover, Theodore Roosevelt and his successors, Taft and Wilson, 
were applying the Sherman Act to industrial combinations. In 1911, 
the apparent governmental success in the Standard Oil and Tobacco 
cases 9 gave a setback to corporate combination. And in 1914, another 
apparent check on corporate combination appeared in the form of Sec- 
tion 7 of the Clayton Act. 10 This section made it illegal for one corpo- 
ration to acquire the stock of another corporation similarly engaged, 
where the effect of the acquisition would be to lessen competition sub- 
stantially between the two companies or create a monopoly in interstate 
commerce. Later developments proved that the section served merely to 
increase the purchase of the physical plants of competitors in place of the 
proscribed stock purchases. 11 

As these checks appeared, corporations turned to other forms of 
combination, namely: (1) the community of interest, a loose understand- 
ing based solely on common interests, and (2) the trade association. 
The latter, the more important of the two, may be defined as a non- 
profit organization formed for mutual advantage by independent com- 
petitors who produce or distribute similar goods and services. 

The trade association had its American origin as early as 1854. Up 
to 1890, however, these associations developed in a sporadic and desultory 
manner. After 1890 they moved ahead with greater rapidity and at- 
tained the dignity of business institutions. 12 Their activities were 
widened in scope. They supported permanent offices and full-time of- 
ficials. There was a tendency to deemphasize coercive policies. They 
embraced eagerly the “new competition” which largely consisted of price 
controls by so-called open-price associations. 13 

The factors contributing to the growth of the association movement 
are varied. On occasion since 1890, the main driving force has been the 
desire ter formulate and put into practice uniform policies concerning 
labor relations. On other occasions, over-stimulated competition has 

• Standard Oil Company v, U. S., 221 U. S. 1 (1911); U. S. t/. American Tobacco 
Company, 221 U. S. 106 (1911). 

19 Act of October 16, .1914, 38 Stat. 73G. 

11 Cf. Bonbright and Means, op. cit., p. 74. 

12 National Industrial Conference Board, Trade Associations: Their Economic 
Significance and Legal Status (New York, National Industrial Conference Board, 
Inc., 1925), p. 12. 

18 A. J. Eddy’s book, The New Competition (New York, D. Appleton Company, 
1912), was greatly responsible for the popularity of the “new competition.” * 
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forced competitors to seek relief through association. Sometimes un- 
ruly competition has been sufficient excuse for cooperation to attain mo- 
nopoly profits. At times the Federal Government has fostered their crea- 
tion and development directly. This was the case in the First World 
War. Military success depended on economic success, which in turn 
meant that the government must deal with agencies representing whole 
industries rather than single units of industry. 14 Federal legislation has 
favored trade association growth. This has been true in no small 
measure in the case of the Webb-Pomerene Act of 1918, which permitted 
export associations tcf organize and operate exempt from anti-trust laws, 
providing they did not injure domestic competition. In spite of this pro- 
vision, they have not been sufficiently well supervised to prevent injury 
to domestic competition. To a still greater degree the National Indus- 
trial Recovery Act of 1933 fostered associations in the formulation of 
codes of fair competition. Various Federal agencies also have pushed 
them. As Secretary of Commerce, Herbert Hoover gave them his of- 
ficial blessing and aid in the early 1920 , s. The Federal Trade Commis- 
sion, through its conferences with industries, has encouraged them. And 
in addition to all these stimuli which have been present at one time or 
another, there has been the genuine urge to attain lower costs for public 
benefit through cooperative effort in research, marketing, and the like. 

The forces which have restrained trade association development dur- 
ing this period have been less numerous and less potent. Anti-trust 
laws have struck at them, but the objects of the attacks have been 
particular activities, not the form of organization. Economic depression 
has takbn its toll occasionally as shrinking markets and mounting costs 
have shattered morale. At times the popularity of associations has 
waned when some of them have exhibited short-sighted economic greed, 
thereby incurring public ill-will. 

On balance, however, the stimuli for association development have 
proved stronger than the deterrents. Trade associations exist by the 
thousand at the present time. They stand along with corporate com- 
binations as major organizational elements in the modern pattern of the 
American economy. 

Renewed Combination 

For several reasons industrial corporate combination moved forward 
again in the 1920’s. Firstly, the Supreme Court asserted in the United 
States Steel case that the mere size of a corporation was in itself no 

14 C/. J. H. Foth, Trade Associations: Their Services to Industry (New York, The 
Ronald Press Company, 1930), pp. 21-22. 
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violation of the Sherman Act. 15 Secondly, a restoration of the Repub- 
lican party to national political power brought a milder use of the anti- 
trust laws. Thirdly, economic rejuvenation after the immediate post-war 
depression of 1920-1921 encouraged the movement. Investors were re- 
ceptive and investment bankers were eager to respond to their clients* 
moods. 

Between 1921 and 1928, in manufacturing and mining industries alone, 
nearly 4800 concerns disappeared through merger or direct acquisition. 
Recorded mergers numbered approximately one thousand in this short span 
of years. 16 Some of the outstanding corporate combinations were the 
Allied Chemical and Dye Company, Drug, Inc., Texas Corporation, 
National Dairy Products Corporation, Pullman, Inc., Crown Zellerback 
Corporation, American Radiator and Standard Sanitary Corporation, and 
the Gulf Oil Corporation. These were all huge combinations with de- 
preciated gross assets (as of January 1, 1929) ranging between one 
hundred million and four hundred and sixty million dollars. 17 

From 1930 to the present time there has been a decline in the move- 
ment. The stresses and strains of economic recession and stagnation 
have not given much encouragement to investment bankers or their 
prospective clients. Corporation finance has been largely confined to 
refunding and reorganization — to sloughing off obligations rather than ex- 
tending them. 

Concentration in Other Fields 

Consolidation in the field of banking and finance has lagged. Though 
bankers have long had their nation-wide banking association, many of 
its members have been the supporters of unit banking. Supporters of 
unit banks have persistently fought against developments that promised 
to concentrate banking power. Despite this opposition, however, mergers 
have experienced an upward trend since the turn of the twentieth 
century. 18 The pace of consolidation quickened considerably after 
the First World War. The depression years of the 1930*8 accentuated 
the merger movement and the importance of the giant banks. In 1935, 
the thirty largest banking corporations (a fraction of one per cent of 


15 U. S. v. United States Steel Corporation, 251 U. S. 417 (1920). 

16 These figures are derived from the Hoover Committee Report, Recent Eco- 
nomic Changes (New York, McGraw-Hill Book Company, 1929), Vol. I, Table 
12, p. 186. See pp. 179-188 of this volume for an elaboration of the data. 

17 See Bonbright and Means, op, cit Table 2, pp. 77-78. 

18 See John M. Chapman, Concentration of Banking : The Changing Structure and 
Control of Banking in the United States (New York, Columbia University Press, 
1934). 
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our banking system) held 34.3 per cent of the country's banking assets 
outside of the Federal Reserve banks. And seventeen life insurance 
companies accounted for 81.5 per cent of the assets of all life insurance 
companies. 1 ? 

Labor organization has made most of its progress in the past half- 
century in the fields of mining, manufacture, and transportation. The 
movement has waxed and waned. The American Federation of Labor 
made steady progress from 1900 through the period of the First World 
War. Others were less fortunate. But numerous strikes in the imme- 
diate post-war period brought labor organization into ill repute. Mem- 
bership shrank noticeably, while the great depression placed labor in a 
most precarious position. In 1933, the National Industrial Recovery 
Act restored some of labor's fading prestige, until the Act was declared 
unconstitutional. The use of the company union, largely employer-con- 
trolled, and the employers' effective anti-union campaigns offered further 
serious threats to organized labor. Out of this situation rose the CIO 
(Congress of Industrial Organizations), under the militant leadership of 
John L. Lewis of the United Mine Workers. New strength was injected 
into the movement to organize labor, particularly along industrial lines, 
to offset the concentration of capital control in industry. And, in 1935, 
a sympathetic political administration in Washington helped matters 
along by passage of the National Labor Relations Act, administered by 
a National Labor Relations Board. But despite the gains of labor in 
recent years the percentage of gainfully employed persons on the mem- 
bership rolls of labor organizations is still relatively small. 

In agriculture, since the turn of the century, organizational develop- 
ment has proceeded haltingly along several lines. Units like the Grange 
and the Farm Bureau have joined farmers less for economic than for 
social, educational, and political purposes. In their capacity as political 
organizations they have imitated industry and labor. They have con- 
structed powerful national lobbies designed to obtain through politics 
what economic organization, or lack of it, has failed to accomplish in 
the market-places. 20 Another phase of organization has taken the form 
of cooperatives to purchase supplies or to market farm products in a 
more orderly fashion. A few of these cooperatives have reached mara- 

19 IT. S. National Resources Committee, Structure oj the American Economy 
(Washington, D. C.: U. S. Government Printing Office, 1939), p. 103. 

20 The Farm Bureau was instrumental in securing cohesion among a small group 
of mid-western Congressmen to form a Farm Bloc in 1921. Since that time, by 
astute political trading, this bloc has brought about the passage of numerous 
Federal Acts of varying value to the farmers. See Fred A. Shannon, America's 
Economic Growth (New York, The Macmillan Company, 1940), p. 722; also 
William Allen White, The Changing West (New York, The Macmillan Company, 
1939), p. 64. 
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moth size. For example, the California Fruit Growers Exchange in 1930 
controlled 85 per cent of the citrus fruit of California and spent hundreds 
of thousands of dollars in advertising. A third organizational form is 
found under the heading of corporation farming. It has been encouraged 
by the wider adoption of capitalistic methods. Conclusive proof of its 
advantages is not yet apparent, however, so the development remains 
insignificant. A variant of this third form is to be found in chain farm- 
ing. As large life insurance companies, by mortgage foreclosures, have 
become outright farm owners, they have used a system of carefully 
supervised tenancy to obtain the income once derived from mortgage 
interest. Despite these developments, farming remains largely- indi- 
vidualistic in organization. Sole proprietorships of small size predom- 
inate. There were nearly seven million farm units in 1935, and 99 per 
cent of them employed less than five persons each. 21 

Small enterprises also predominate in retail trade, construction, and 
service lines. In retail trade, small independent stores account for a 
large percentage of all retail sales. But mail-order houses, chain stores, 
and large department stores have encroached heavily on this field since 
the turn of the century. A goodly segment of the construction industry 
is still in the hands of small builders such as those found in villages and 
towns. Most service industries are small-scale, though exceptions, such 
as the motion-picture industry, are becoming more numerous. 

Changing Attitudes and New Controls 

As concentration spread through American industry the competitive 
system met increasing criticism. Doubts as to its unqualified virtues 
were crystallizing even while the development of the West and the ad- 
vances of industry and transport were creating strong social sanctions 
for the system. As the nineteenth century advanced it became evident 
that more than a “lunatic fringe” were regarding competitive individual- 
ism with deep suspicion and concern. 

Politically influential groups recognized the faults of the system, but 
they never reached any agreement to abandon its control of production. 
Each injured group visualized its particular devil and demanded his ex- 
termination or control. For example, the farmers' devils were the rail- 
roads and the produce market monopolists. To Henry George and his 
followers the landlord, with his land monopoly and unearned increment, 
was the satanic obstacle barring the way to economic welfare and prog- 
ress for the common man. On the other hand, some, like Henry Demarest 
Lloyd, newspaper and magazine writer, struck dramatically at industrial 

21 U. S. National Resources Committee, op. cit., pp. 103, 384. 
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monopoly in various places, belaboring in particular the Standard Oil 
Company and the grain-marketing system. Labor groups perceived their 
devil in the form of all firmly entrenched capitalist employers and sought 
to improve their lot by organization and mass action. Capitalists re- 
taliated against labor by enlisting the use of the court injunction to pre- 
vent anticipated property damage. 

As the decade of the 1880’s drew to a close, however, it became in- 
creasingly apparent that the public would not be satisfied unless Federal 
laws were passed to relieve the country of dangerous excesses in the field 
of transportation and industry. State constitutional and statutory pro- 
visions designed to meet these problems were proving a public disap- 
pointment. 22 The impotence of political subdivisions and the increasing 
evidence of concentrated economic control, accompanied by business 
leaders 1 irresponsibility and indifference to public welfare, were establish- 
ing the psychological foundation necessary for a broader public ac- 
ceptance of centralized Federal control over economic affairs. 

The increase of public controls after 1870 shows the ability of power- 
ful and articulate factions in the electorate to get some measure of 
remedial legislation. But it does not reflect any general willingness to 
abandon the basic elements of the competitive system. For instance, 
there is no evidence of any wide-spread acceptance of socialistic doc- 
trines. 

Through constitutional and statutory provisions a number of states, 
before 1890, gave their support to the maintenance of competition by 
prohibiting monopoly and attacking its various forms and practices. 
The Federal Government added the Sherman Anti-trust Act in 1890. 
And Congress further showed its will to support competition in the Clay- 
ton Act, passed in 1914, which made it a duty of the Federal Trade 
Commission to attack certain trade and combination practices that 
tended to lessen competition substantially. Our later study will show 
that these controls have enjoyed only a partial success in attacking 
monopoly and almost none in their attempts to make the restraints of 
gentlemanly “competitors” give way to competition. But the public in- 
tention to retain the general system is none the less clear. Immediate 
evidence to this effect appears in the vigorous use of the Sherman Act 
in the last six years and in the grant of additional powers to the Fed- 
eral Trade Commission in 1938. 

A number of controls have sought to correct the imperfections of the 
competitive order. Public systems of unemployment and old-age insur- 
ance have laid support of the unemployed worker on industry. Certain 


22 Cf. H. R. Seager and C. A. Gulick, Jr., Trusts and Corporation Problems (New 
York, Harper & Brothers, 1929), Chap. 17, 
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socially undesirable results of competitive inequality have been checked 
by factory regulation, regulation of working hours, workmen’s compensa- 
tion laws, and minimum wage laws. The character of acceptable com- 
petition has been defined in pure food and fair trade practice laws. 
Certain forms of, unfair competition have been attacked by the Federal 
Trade Commission and by state commissions. Since 1935 the Securities 
and Exchange Commission has set standards that must be maintained in 
the sale of new securities and has regulated trading practices on organized 
security exchanges. These controls inevitably do re-define the institu- 
tions of the individualistic system. The personal rights of private prop- 
erty and freedom of enterprise and exchange are not the same as those 
of a hundred years back. In general, personal freedoms are being con- 
strained by public controls as it becomes apparent that the old definitions 
do not yield satisfactory results. But there is still no' sign that the 
basic control of competitive individualism is being vitiated by these 
changes. 

It is true, however, that in a number of important fields not even a 
doubtful and troubled faith in competition has been able to survive. 
Here public interference has assumed a different role. It has been de- 
signed to replace the competitive control and not merely to supervise it. 
It has appeared in two general forms — public utility regulation and 
government operation. 

Faults in the Operation of the Competitive System 

In spite of public controls, the theory of economic individualism is not 
translated into action without the appearance of serious faults. 

A first fault lies in the presence of a great deal of irrational economic 
behavior. Capitalism does not require us to be economic men perpetually 
in search of purely economic objectives to the exclusion of all else. But 
it does require that producers and consumers have an interest in economic 
values and arrive rationally at economic decisions. If they fail in these 
respects they will be responsible not only for personal losses but for the 
faulty operation of the competitive machine. Consumers will support 
inefficient firms, and producers will ignore the direction of prices and costs 
to the injury of their profits. The former are probably the worst of- 
fenders. Their individual purchases are commonly small, they are of- 
fered a pleasant but bewildering number of choices, and they are sub- 
jected to conflicting claims from a variety of sellers. On the whole, 
producers are more experienced in buying and selling, but they un- 
doubtedly miss profitable opportunities through carelessness or inertia. 
The worst result probably grows out of the exploitation of a confused 
and careless consumer, whereby the sale of shoddy articles and the use 
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of deceit and misrepresentation are made more profitable than efficient 
manufacture and marketing. 

A second fault appears in the form of imperfect knowledge. Our 
economy is not static. Planning must allow for changes such as popula- 
tion growth, altered consumer habits, and new technical processes. If 
production is to be adjusted to demand, both present and future op- 
portunities must be known to producers and consumers. Knowledge of 
current conditions and accurate prediction must be available to all, or 
mistakes will be made. For the producer, prediction is particularly diffi- 
cult. He must be able to forecast how dynamic changes promise to affect 
his industry, and also how his competitors view these changes and how 
they are going to react to their own predictions. It is obvious that our 
forecasts have often been faulty, but it is equally obvious that capitalism 
has adjusted itself to tremendous dynamic changes in spite of many mis- 
takes. The general cost of imperfect prediction is to be found in prices 
that rise above those of perfect competition as a payment for risk. A 
more serious “cost” is the waste of labor and material resources that 
occurs in periods of business depression. 

A third imperfection consists in a considerable measure of indivisibility 
in the factors of production. If one of the factors, say capital, is organ- 
ized in large segments that cannot be easily split, it will cause two 
troubles. First, it may lose the mobility that is necessary if resources 
are to be transferred so as to equalize their marginal productivity in 
various employments. A large accumulation of specialized capital is 
moved out of an industiy by the owner’s refusal to replace it as it is 
used up. As a result, the rate of depreciation, which may be very slow, 
will generally determine the speed with which it can be transferred to 
other uses. Second, other factors, such as labor, may be divided into 
many completely separate units and a faulty wage level may result from 
the concentration of capital. Inequality in bargaining power might al- 
low wages to drop below the marginal productivity of labor. The value 
of labor in the general field of industry would not shape the labor costs 
of the one industry, and labor would be used in uneconomic amounts. 
Not only the laborer but the whole organization of industry would be 
injured. The capitalist, however, may not be the only sinner. The 
tables may be turned and combinations of labor may do corresponding 
harm in forcing owners of capital or materials to take less than their 
value. 

All these imperfections permit errors to endure for long periods. The 
corrective forces that are at work, however, in most cases, finally achieve 
an approximation to the desired results. Frequently, the producers of 
some commodity are found turning it out in quantities that the demand 
will not take except at prices below cost. Clearly some of the materials 



34 THE FAULTS OF AMERICAN ECONOMIC INDIVIDUALISM 

and labor would have greater value in other fields of industry, but they 
are not re-allocated for a long time. The losses incurred by such pro- 
ducers do tend to bring about some curtailment of production. In time, 
resources move from the over-developed industry into other fields until 
something near a proper allocation is achieved. Similarly, imperfections 
may permit poor techniques and bad proportioning of the factors to exist 
for years in individual plants. At the same time, however, strong forces 
are operating to prevent these inefficiencies from being flagrant and 
general. 

Faults in the Structure of the Competitive System 

In a number of American industries, unfortunately, still more serious 
faults seem to have grown out of the development of large corporations. 
Competitive individualism requires firms to be small, relative to the size 
of the whole industry. Small business units will assure two necessary 
conditions. First, those who have invested property in an enterprise 
and are interested in its efficiency can take an active part in its affairs. 
Their private interest coincides with the public interest in efficient pro- 
duction, and they can be trusted to set the business policy of the enter- 
prise. Second, the small firm assures a large number of producers in 
each field and goes a long way toward creating the competitive inde- 
pendence that is needed. 

To the early nineteenth-century economist the business unit was a small 
personal venture most commonly organized and directed by an individual 
or a set of partners. Today, the corporation has become the typical busi- 
ness form, and in many industries we must recognize the fifty-million- 
dollar corporation as a small organization. In the steel industry, for 
example, the assets of eleven outstanding companies range between one 
hundred million dollars and two and one-quarter billion. The petroleum 
industry possesses twenty companies with assets of over one hundred 
million dollars. Similar conditions are found in a number of important 
fields. Close to 40 per cent of the business wealth of the country is 
administered by enterprises with assets of over ninety million doHars. 

Under these circumstances the whole logic of traditional economic 
theory is weakened. In the first place, profits do not continue to assume 
the key role assigned to them. They are supposed to go to the prop- 
erty-owner in return for and in proportion to his efficiency in running a 
business. In these large corporations the investor is still legally en- 
titled to all the residual return, but he no longer appears to direct the 
affairs of the business. Thousands of stockholders are found in each of 
these giant concerns, and control of business policy has slipped out of 
their hands. Some other group, frequently composed of the manage- 
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ment officers, has taken over their planning duties. Economic and legal 
theory, then, is found sanctioning payments to property-owners for 
services they do not perform. This problem, and the manner in which 
the modern corporation has been adjusted to it, comprises the first large 
section of this study. 

In the second place, as large corporations appear, competition cannot 
be relied on. It persists in disappearing in too many industries. From 
at least one point of view the capitalistic system is a strange one. It 
places its regulative force, competition, in the hands of the enterpriser 
who is constrained and harassed by this very competition. It is not 
surprising, then, if the producer feels that his interests will be well served 
by the lessening of competition. And the appearance of a few large 
firms in an industry provides favorable ground for the growth of monopo- 
listic elements. In a number of industries single firms have risen to a 
position of monopoly control to challenge the validity of the competitive 
theory. The second section of the study deals with this problem. 

In other fields, the monopoly of a single firm has not appeared, but 
various forms of cooperation between a few large corporations have 
restrained and altered competition. In the production of steel, petroleum, 
anthracite coal, industrial alcohol, cement, and other commodities a 
leading firm or group of firms has organized a “gentlemanly restraint” 
which has virtually eliminated price competition. In meat-packing, in 
the production of copper, in the hardwood industry, understandings 
have kept at least the large firms in a conventional position that price 
competition is seldom allowed to disturb. This problem, the decline of 
price competition, comprises the third section of our study. 




PART I 

The Modern Corporation 
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The Modern Corporation: its History 
and Characteristics 




Introduction 

The presence of 471,000 corporations 1 in American industry makes 
the corporation, except in agriculture, the dominant business unit. 
Partnerships comprise somewhere in the neighborhood of half this num- 
ber, while exact figures on proprietorships are not known. If agriculture 
is included under industry, however, proprietorships unquestionably far 
exceed the other forms in number, though not necessarily in importance. 2 

If we base relative importance on the percentage of national income 
produced by various business forms, we readily see the outstanding place 
of the corporation. In mining and quarrying it accounts for approxi- 
mately 96 per cent of the contribution of this industry to national income; 
in manufacturing, 92 per cent; in transportation and other public utilities, 
86 per cent; in trade, 63 per cent; in finance (banking, insurance, real 
estate, etc.), 56 per cent; in service (professions, amusements, hotels, 
etc.), construction, and various miscellaneous fields, 33 per cent each; 
and in agriculture only 6 per cent. 3 Exclusive of government contribu- 
tion to national income, the corporate share averages slightly in excess 
of 62 per cent of the total. 4 

Viewed from another angle, the corporation again looks impressive. 
In the boom year, 1929, there were approximately 211,000 manufacturing 
establishments in the United States, of which 48 per cent were incorpo- 

1 U. S. Department of the Treasury, Bureau of Internal Revenue, Statistics of In- 
come for 1938, Preliminary Report of Corporate Income and Excess Profits Tax 
Returns (Washington, D. C., U. S. Government Printing Office, 1940), Table 3, 

p. 12. 

2 National Resources Committee, The Structure of the American Economy (Wash- 
ington, D. C., U. S. Government Printing Office, 1939), pp. 103-104. 

3 Twentieth Century Fund, Inc., Big Business: Its Growth and Place (New York, 
The Twentieth Century Fund, Inc., 1937), Table 3, p. 17. 

4 Ibid., p. 1. 
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rated. Corporations employed 90 per cent of the wage-eamer§ engaged 
in manufacture and produced 92 per cent of the value product. Similarly, 
corporations made up 53 per cent of the wholesale marketing establish- 
ments. They employed 80 per cent of the full-time employees and pro- 
duced 74 per cent of the , total net sales. In the retail field, corpora- 
tions only accounted for 16 per cent of the number of establishments, 
but they employed more than half the full-time employees and accounted 
for nearly 50 per cent of the total net sales. 5 Moreover, recent compara- 
tive census data indicate that, up to 1930, corporations were growing 
both in number and in relative economic importance. 

It is evident, therefore, that in most lines of economic activity the 
corporation is being utilized as the most typical business organization. 
Through this unit, individuals contribute their funds by the purchase of 
shares. To make this possible, however, the organization is incorporated, 
that is, the state approves and acknowledges its charter or certificate of 
incorporation, which explicitly outlines the purposes of the organization, 
the nature of the shares to be issued, the rights and relations of those 
who participate in the organization, and so forth. By incorporation this 
business form is conveniently endowed with a legal personality and en- 
trusted with many of the legal rights and powers of a natural person. 
The organization, in its own name, but under the general direction of a 
board of directors chosen by the owners, operates the business. It enters 
into contracts with others. It sues and is sued in its own name. It 
buys and sells commodities, employs or discharges workmen, and pledges 
its properties to lenders. 

The corporation, however, has not always enjoyed its present im- 
portant economic position. Its dominance and popularity have been 
achieved only after a long struggle which has been marked by an in- 
creasing appreciation of its merits by business men and by the decline 
of public antipathy toward it. 

BRITISH BACKGROUND 

In eighteenth-century England business organizations were for the 
most part simple in structure and personal in nature. Sole proprietor- 
ships predominated. For legal and economic purposes the individual 
owner and his business were identical. Partnerships were also numerous. 
The need to collect more capital or the need to divide important manage- 
ment tasks among several owner-participants as the scale of business 
operations increased gave the partnership considerable popularity. Fre- 

B Data derived from the U. S. Department of Commerce, Bureau of the Census, 
Fifteenth Census of the United States, 1930. Manufactures , 1929, Vol. I, Table 2, 
p. 95. Distribution , 1929, Vol. II, Wholesale Distribution, Table 8, p. 92; Vol. I, 
Retail Distribution, Table 12A, p. 89. 
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quently organizations sprang up in the form of unincorporated joint- 
stock associations. 6 These were nothing more than sprawling partner- 
ships; although they called themselves companies and issued transferable 
shares, they operated without benefit of Crown or Parliamentary recogni- 
tion through formal incorporation by charter grant. Unlike corpora- 
tions, they were not given any exclusive trading privileges. Nor could 
they sue or be sued except in the name of all their members. And the 
members had unlimited liability, that is, the individuals and not the 
business unit were responsible for the debts of the enterprise. At the 
same time, however, incorporated business units were not unknown. 7 
They were even then handling considerable amounts of the business 
wealth of eighteenth-century England. 8 

Public reaction against the unincorporated associations aided the 
growth of the incorporated companies. The Bubble Act of 1719, a 
criminal statute enacted by Parliament in response to public demand for 
the restraint of the stock promotional excesses of the times, had con- 
siderable effect on the development of business organization. 9 Striking 


6 The joint-stock device, based on a stock of freely transferable shares owned 
by a relatively large number of people, had been transplanted from the Continent 
to Britain in the sixteenth century. See A. B. Dubois, The English Business Com- 
pany After the Bubble Act , 1720-1800 (New York, The Commonwealth Fund, 1938), 

p. 1. 

7 The corporation idea was not new at the time. In England its roots go back to 
the gilds and boroughs of medieval life. Its business application first appeared in 
the overseas trading ventures in the sixteenth and seventeenth centuries. It had 
been applied to mining enterprise in Germany by the beginning of the fifteenth 
century. 

8 Dubois, op. cit.y p. 85. 

9 The term “bubble” came into use in the eighteenth century to describe the 
speculative undertakings of the period. One of the most famous was that con- 
nected with the South Sea Company. This company was incorporated in England 
in 1711. In exchange for the assumption of a portion of the public debt it was to 
receive a monopoly of the British trade with South America and the Pacific Islands. 
Later it received a monopoly of the slave traffic with Spanish America. In 1719, 
it offered £7,567,500 to the government, in return for' which it was to assume re- 
sponsibility for the entire public debt of £30,981,712. The government, however, 
would pay the company interest at the rate of 5 per cent for seven years and 4 
per cent thereafter. Persons holding present claims on the government in the form 
of terminable annuities would be persuaded to exchange them for stock in the 
South Sea Company. The stock was to be issued at a high premium in order to 
dispose of a large amount of these annuities or annual government payments. 

Public excitement over the South Sea Company led to other stock promotion 
schemes, particularly by unincorporated companies, in a variety of wild undertak- 
ings. Speculation began to increase rapidly. The price of South Sea shares rose 
tremendously. Meanwhile the insiders withdrew. When this became known the 
share prices dropped precipitately. Parliament investigated and found an unsavory 
situation. Government officials were fined and imprisoned for their parts in the 
scheme. Directors* estates were confiscated. Yet losses were heavy for those who 
had exchanged their government claims for South Sea Company shares. See 
Willard L. Thorp, “Speculative Bubbles,” Encyclopaedia of the Social Sciences (New 
York, 1930), Vol. Ill, pp. 25-26. 
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vaguely at the unincorporated companies, it sought to control the exces- 
sive issue of shares by making void and illegal such things as acting or 
presuming to act as a corporate body without legal authority from either 
the Parliament or the Crown. It definitely made incorporation a 
privilege and not a right. But, since the Act was ambiguous, it was 
not effective for very long. It succeeded in retarding free association 
through unincorporated joint-stock companies only for a relatively short 
time; Consequently, by 1825, when the Act was repealed, the unincorpo- 
rated English companies were quite important. 

Perhaps the outstanding result of the Bubble Act was to focus at- 
tention on formal incorporation or the process of obtaining government 
recognition of the legal existence of the corporate body of associates. 
The numerous petitions for charters of incorporation in England during 
the eighteenth century indicate that the corporate concept in business, 
wherein men might participate in enterprise apart from their principal 
occupation by purchase of fully transferable shares in a business organ- 
ization, was soon to rival the proprietorship and partnership business 
forms. That British business men had a keen appreciation of the prac- 
tical- value of the corporate form as a means of operating enterprises 
on a larger scale is apparent in the reasons they advanced in their peti- 
tions for the privilege of incorporation. Some emphasized the value of 
the corporate right to hold property directly in the corporation’s own 
name. Others stressed the legal right to sue and be sued. On other 
occasions, satisfactory delegation of powers to a directorate was alleged 
to be best arranged under corporate organization. Delegated powers 
were considered necessary, even then, for the efficient management of 
large-scale industry, which was on th'e rise during this period. At times, 
the greater possibility of permanence was brought forward as an ad- 
vantage of incorporated over unincorporated enterprises. 10 

Limited liability, or restriction of financial responsibility to the capital 
voluntarily invested in the company, was only infrequently invoked as 
a reason for incorporation. Though it had made its appearance in the 
seventeenth century, it was seldom introduced into the calculations of 
lawyers who advised business clients under the Bubble Act during the 
eighteenth century. 11 

Though incorporation was definitely a privilege to be sought and prized, 
and business men had a keen sense of its usefulness and efficacy, con- 
temporary observers were less aware of its possibilities. No less a person 
than Adam Smith, in discussing institutions for facilitating commerce, 
said: 12 


10 Dubois, op . tit., pp. 89-91. 

11 Ibid., pp. 98-97. 

12 An Inquiry into the Nature and Causes of the Wealth of Nations (second 
edition, Oxford, Clarendon Press, 1880), Vol. II, p. 340. 
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The only trades which it seems possible for a joint-stock company to carry on 
successfully, without an exclusive privilege, are those of which all the operations 
are capable of being reduced to what was called a routine, or to such uniformity 
of method as admits of little or no variation. Of this kind is, first, the bank- 
ing trade; secondly, the trade of insurance from fire, and from sea risk and 
capture in times of war; thirdly, the trade of making and maintaining a navigable 
cut or canal; and fourthly, the similar trade of bringing water for the supply 
of a great city. 

Smith’s observations were correct in the sense that corporate organization 
did fit these types of business ventures particularly well, but he failed 
to perceive the full possibilities which the Industrial Revolution was 
to offer the corporate form in other lines of endeavor. The advancement 
of technology and large-scale enterprise was ultimately to bring vast 
changes. 


THE BUSINESS CORPORATION IN AMERICA 

In colonial America at the beginning of the eighteenth century, industry 
had made but little advancement. That which existed could be operated 
by sole proprietors without great difficulty. Travel was difficult and 
markets were narrowly restricted. Hence domestic business ventures 
had little need for large amounts of capital. Moreover, the colonial 
mind was largely agrarian, and from time to time it revealed a con- 
siderable hostility to business. Privilege through charters was especially 
feared by the common folk. 18 They were inclined to associate the char- 
tered company with monopoly. 14 And the extension of the principal pro- 
visions of the Bubble Act to the American colonies in 1741 deterred the 
development of unincorporated joint-stock companies. 

As the eighteenth century advanced, the total number of formal incor- 
porations of colonial business, religious, educational and political bodies 
increased. In this development, though, the commercial or business en- 
terprise did not predominate. This was attributable to several factors: 
first, it was costly to obtain a royal or parliamentary charter; second, 
the legal status of a colonial charter was uncertain; third, limited liabil- 
ity, now such a valuable feature of incorporation, was not generally avail- 
able to business enterprise ; and finally — and perhaps most important of 
all — the necessity of applying to the state for a charter did not jibe pre- 
cisely with popular notions of free association. 18 

18 This was carried to such lengths on occasion that sentiment was expressed in 
Boston in 1714 against incorporation of the town. See Robert A. East, Business 
Enterprise in the American Revolutionary Era (New York, Columbia University 
Press, 1938), p. 26; also Simeon E. Baldwin, “American Business Corporations 
Before 1789,” American Historical Association Report , 1902, Vol. I, p. 273. 

14 Shaw Livermore, Early American Land Companies (New York, The Common- 
wealth Fund, 1939), p. 67. 

15 Ibid., Editor’s Introduction, pp. xxiii and xxv. 
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The Evolution of the Incorporation Process After the Revolution 

The War of Independence changed the situation considerably. Amer- 
ican business men were thrown on their own in the organization of busi- 
ness and in the collection of capital. Closer economic relations were 
established, particularly among those who congregated in the growing 
centers of Boston, Philadelphia, and New York . 16 And business expanded 
markedly. The war disposed of the British Bubble Act and the several 
states assumed the power to grant corporate charters. Unincorporated 
joint-stock companies could now be organized without restraint, also. 

Though it was not entirely compatible with existing ideology, the 
several states adopted the British legal conception that to obtain corpo- 
rate capacity was a 'privilege and not a right} 1 Consequently, a peculiar 
development took place in the young American economy. On the one 
hand, by special acts of state legislatures, a limited number of business 
corporations were formed. For the most part, they were turnpike, bridge, 
canal, dock, water, fire, banking, and insurance companies — the type for 
which Adam Smith said the corporate form was adaptable . 18 On the 
other hand, many unincorporated companies were formed which the courts 
persisted in calling partnerships though, in fact, they were essentially 
corporate bodies which had not sought the privilege of bona fide incorpo- 
ration by charter grant. Many early American land companies were of 
this type . 19 Although in need of comparatively large capital contribu- 
tions and unified control, these companies did not seek incorporation, 
because state legislatures were still reluctant to grant charters except to 
businesses associated primarily with public welfare rather than with 
private profit. 

Out of this situation emerged a struggle between business interests and 
the state as to whether incorporation was a right open to all who wished 
to promote legitimate business interests or a privilege to be granted or 
withheld as state legislatures saw fit . 20 

16 Cf. Joseph S. Davis, Essays in the Earlier History of American Corporations 
(Cambridge, Mass., Harvard University Press, 1917), Vol. I, pp. 178-179. 

17 For a brief, clear statement of the development of the English concept which 
so greatly influenced American legal thought, see Charles C. Abbott, The Rise of 
the Business Corporation (Ann Arbor, Mich., Edwards Brothers, Inc., 1936), pp. 
12-13. 

18 Up to 1800 only 335 profit-seeking corporations had been chartered in the 
United States. About 2 per cent of this number were formed during the colonial 
period. Nearly 90 per cent were chartered after 1790. Cf . Davis, op. cit. t Vol. 
II, pp, 21-29. 

19 See Livermore, op. dt., pp. 133-214. 

20 This clash has been perpetuated by the failure of the legalistic mind, so en- 
veloped by precedent, to adjust quickly to changed social and economic conditions. 
This is still apparent in the survival of the fiction-concession theory of the corpo- 
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As the pace of economic development quickened, business interests, as 
distinct from agrarian, became more influential. Business groups began 
to exert increasing pressure on legislatures to make the incorporation 
process easier and incorporation a right available to all legitimate busi- 
nesses. They wished to dispense with a procedure that forced them to 
submit elaborate petitions to the legislature praying for the right to 
incorporate and adopt a corporate seal. Too frequently prolonged hear- 
ings, political bargaining and jockeying were involved. 21 Such methods 
were time-consuming and fraught with uncertainty. To be sure, there 
were social advantages where each incorporation meant the passage of an 
act through the legislature. The legislature or a legislative committee 
could scrutinize carefully the proposed arrangements. In the articles 
of incorporation the purposes of the corporation and the powers granted 
to it and its management could be carefully defined and limited. Re- 
tention of this legislative procedure could be a real protection to the 
general public and to the corporate creditors. And to a lesser extent it 
protected shareholders, although as a rule they were expected to fend for 
themselves. Eventually, however, state legislatures yielded to the de- 
mands of business men for easier incorporation and to the increasing 
pressure of other legislative business that was crowding the calendar. 
Gradually general acts of incorporation were passed. These laws made 
it possible for business men to obtain corporate charters by simply sub- 
mitting prescribed information to the proper state official in accordance 
with the content of the incorporation law. 

Laws that approximated general acts of incorporation for business 
purposes were passed by North Carolina in 1795 and by Massachusetts 
in 1799. 22 And in 1811, a New York statute made it possible for any five 
or more persons who wished to form a manufacturing corporation to 
realize their desires by filing with the Secretary of State a document 
which had been signed and acknowledged before a justice of the Supreme 
Court of the state or other designated officials. When this certificate, 
which contained such data as the name of the corporation, the number 
of shares of stock, the number and names of the managing trustees, 
and the place or places of business activity, was properly filed, the signers 
were considered a “body corporate and politic” for twenty years. Such 
associations were given full corporate powers, including the right to sue 
and be sued and the right to buy, sell, and hold lands and other property. 
Capital of such corporations could not exceed one hundred thousand 


ration. For a discussion of this and other theories of the corporation, see N. 
S. Buchanan, The Economics of Corporate Enterprise (New York, Henry Holt and 
Company, 1940), pp. 36-45. 

21 Livermore, op. cit., p. 224. 

22 Davis, op. cit., Vol. II, pp. 17-20; Abbott, op. cit., p. 45. 
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dollars. Shares were to be freely transferable, with one vote for each # 
share. Liability was limited to the amount of the capital invested. 
Voting by proxy, that is by delegated authority, was permitted. The 
stockholders elected trustees who managed the affairs of the company 
and passed by-laws. Though the New York law represented progress to 
the business group, it was not until 1837 that a general statute was passed 
allowing incorporation for any legitimate purpose. 23 

To Connecticut goes the distinction of taking this final step. Other 
states then soon followed its lead. By 1850, a number had adopted the 
general incorporation principle. 24 The gradual infiltration of the cor- 
porate form into the economic scene and into the public conscience suc- 
ceeded finally in breaking down public resistance built on fear of monop- 
oly and special privilege. The eighteenth-century American philosophy 
of economic equality was reflected in these enabling acts which have made 
freedom of incorporation one of our fundamental political institutions. 25 
Once this freedom was established, the course of legislative development 
ran to further easement of the incorporation process and to the extension 
of corporate rights and privileges. 

The Liberalization of State Laws of Incorporation 

At various times different states have assumed the lead in making the 
incorporation laws more liberal. New Jersey was one of the first to 
pursue the deliberate policy of encouraging the collection of capital for 
business purposes through the medium of the corporation. 26 In 1846 it 
made a general provision allowing limited liability. About twenty years 
later it provided that any company organized under the New Jersey law 
might carry on a part of its business outside the state, and have one or 
more offices and hold real estate and personal property outside the state, 
providing a statement to that effect was made in the certificate of incor- 
poration. In 1875 the state constitution was amended so as to forbid 
the grant of special charters of incorporation. The legislature was 
directed to pass general laws under which corporations would be organized 
for every lawful business ox purpose. And to make it easier for corporate 
directors to expand their business, the law provided that corporate shares 
might be exchanged directly for acquired property. Incorporators were 
relieved of the necessity of filing public notice of intention to incorporate. 

28 W. C. Kessler, “A Statistical Study of the New York General Incorporation Act 
of 1811,” Journal of Political Economy, Vol. XLVIII (December, 1940), p. 877. 

24 Berle and Means, op. cit., p. 136. 

25 Cf. Baldwin, op. cit., p. 274. 

2fl For a more complete account of the evolution of the New Jersey law to 1900, see 
Edward Q. Keasbey, “New Jersey and the Great Corporations,” Harvard, Law Review ,, 
Vol. XIII (1890-1900), pp. 198-212, 264-278. 
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It was no longer necessary to petition any government official for leave 
to incorporate. The law also dispensed with limitations on the amount 
of capital stock to be authorized and issued under the terms of the 
charter. 

In the 1880’s New Jersey made several more changes. It introduced 
the corporation filing fee and the annual franchise tax, and introduced 
into its law that extremely important provision which allows corporations 
to hold and dispose of stocks of other corporations. A year later this 
portion of the law was revised and clarified and became the means by 
which many of the great holding companies of the 1890’s and 1900’s 
were formed. 

In the latter part of the 1890’s New Jersey again made several revisions 
in its laws to encourage the use of the corporation. It removed limita- 
tions on the duration of the corporate charter. It provided for the issu- 
ance of different classes of stock. It provided legal protection to stock- 
holders and officers of domestic and foreign corporations against suits 
within the state upon personal liability arising under corporation laws 
of other states. It allowed all corporations, save railroads and canal 
companies, to lease their properties and franchise to any other corpora- 
tion provided the consent of two-thirds in interest of the stockholders 
was obtained. And to assure better operation of the corporate organiza- 
tion, incorporators were authorized to define and limit the powers of 
the several parties in a corporation, the directors, officers, and stock- 
holders. Thus the incorporation certificate became not only a record 
but also an instrument recognized by the state as controlling the actions 
and relations of the parties to the corporate organization. 

This summary of the nineteenth-century development of the New 
Jersey corporation law in no sense tells the complete story. It suffices 
to show, however, that this state went far toward encouraging the use 
of the corporation as an association for business purposes. And under 
the rules of interstate comity, whereby states reciprocate favors extended 
to the institutions which they create, New Jersey corporations might 
ex;ercise beyond state lines the liberal powers conferred upon them for 
use at home. 

Effects of New Jersey's Liberal Policy 

The effects of New Jersey’s policy of easement were twofold. It en- 
couraged prospective incorporators outside the state to seek New Jersey 
charters to avoid the heavier restrictions placed on corporations by most 
other states. 27 It also encouraged some states to imitate New Jersey 

* 7 Between 1888 and 1904, 192 out of 345 companies with capitalizations in excess 
of $1,000,000, formed from a combination of two or more individual companies, took 
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in order to put themselves on a stronger competitive basis for incorpora- 
tion business which, through filing fees and annual franchise taxes, was 
becoming a source of considerable state income. Delaware, formerly a 
strict state, re-vamped its laws of incorporation in 1899 and featured three 
things: simple procedure in corporate formation; low corporate fees and 
taxes; and the grant of those statutory powers and privileges which 
business men considered desirable. 28 As a result Delaware’s incorpora- 
tion business grew quite steadily from 1899, when it chartered 421 cor- 
porations, to 1929, when it approved 7537 charters. In the latter year 
Delaware received $3,300,698 from incorporation fees and $2,270,296 
from corporate franchise taxes. These receipts constituted approxi- 
mately 42 per cent of the state’s total revenue of $13,109,398. Though 
more < corporations may be chartered annually by other states, Delaware 
leads in the incorporation of large interstate business organizations. In 
1932 Delaware was the state of incorporation of 209 (34 per cent) of 
the 606 industrial companies listed on the New York Stock Exchange. 
It was also the state of incorporation of 191 (38 per cent) of 503 industrial 
companies listed on the New York Curb Exchange. 20 

The present Delaware law is plentifully supplied with provisions which 
depart radically from the more straight-laced provisions of earlier state 
laws. Thus, any kind of stock may be issued. These shares may or 
may not carry voting powers. They may also be shorn of the preemp- 
tive right — the right of the stockholder to subscribe to similar new stock 
issues before they are offered to others. The loss of this right may be 
important to stockholders who desire to retain their proportionate interest 
in the corporation. The state docs not burden the re-sale of securities 
with a transfer tax. For the convenience of the directors and stock- 
holders it is permissible for their meetings to be held outside the state. 
Stock of no par value (as opposed to stock with a nominal or stated face 
value) may be issued. And directors may, if they wish, allocate to the 
corporate surplus account a part of the money received from the sale of 
no-par stock. In itself this privilege is not an evil, but like so many 
of the liberal provisions of incorporation laws, it is subject to abuse. 
The failure of the directorate to designate such a surplus as a paid-in sur- 
plus might mislead prospective investors to think it was derived from real 


out New Jersey charters. In 1899 alone, 61 of 83 such combinations were organized 
under New Jersey laws. See R. C. Larcom, The Delaware Corporation (Baltimore, 
Md., The Johns Hopkins Press, 1937), pp. 13-14. 

98 Ibid., p. 15. 

' 89 The statistical data are drawn from Larcom, op. cit ., Chap. 7. At this point 
it is appropriate to note that Delaware’s popularity increased notably after 1913, when 
New Jersey passed the “Seven Sisters” Acts which made more strict its incorporation 
and anti-trust laws. Loss of popularity and revenue led the state ultimately to 
repeal these restrictive measures. 
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earnings. The law does not require directors to own stock in the com- 
pany to qualify for the directorate. While this may be a convenience 
for the corporation, it is possible that the directors, having none of their 
own capital at stake, may be less careful in decisions involving policy. 
Probably the most lenient provision of the law is that charters may be 
approved which allow directors to issue new stock, change the terms of 
stock which has been authorized but not yet sold, retire preferred stock, 
and change the company by-laws without obtaining the stockholders 1 
consent. 

Many other states have followed the liberal policy of New Jersey and 
Delaware. The principle of interstate comity and the competition for 
incorporation business tend to make the liberal laws of these states the 
common standard. For small intrastate businesses this trend is of little 
consequence. Such organizations will seek charters at the capital of 
their home state. But where business is large, varied, and interstate in 
nature, the liberality of the general incorporation laws, the costs of in- 
corporation, and the annual financial outlays for the franchise become 

strong determinants in selecting the state of incorporation . 80 
o 

Incorporation Process 

As a rule, state statutes outline the general methods of procedure for 
the alliance of natural persons into a corporate body. The details of 
formation are, however, the work of the incorporators, who may proceed 
with or without expert legal advice. Should incorporators elect to use 
the expert services available in one form or another, the process of incor- 
poration is reduced to a simple procedure. 

The principal task of incorporation lies in the formulation of the 
charter. This document serves a triple purpose. Firstly, it is the device 
by means of which express and implied legal relations between the busi- 
ness associates are established. Secondly, it serves, when approved by 
the state, as a notice to the public that the state and the business group 
have reached an agreement concerning the rights, privileges, burdens, and 
responsibilities accorded a corporate body by law. And finally, it serves 

30 When Standard Brands, Inc., sought a charter in 1929 it chose to obtain it from 
the state of Delaware. It paid an organization fee of $43,050. Had it chosen to 
incorporate in Arizona the fee would have been $85; in Nevada, $2100; in Maine, 
$43,050; in New Jersey, $210,000; and in New York, $1,050,000. In some states it 
would not have had to pay any annual franchise tax. In others, this burden would 
amount to a considerable sum. In Maine, for example, Standard Brands would have 
had to pay annually $52,525. The Delaware law limits the annual franchise tax to 
a maximum of $25,000. The “bargain-counter” rates of some states did not appeal 
to Standard Brands, apparently. The company probably feared that states with 
such rates would not be likely to have any well-settled body of corporation law on 
which to depend. The uncertainties involved more than offset the lure of low costs. 
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as documentary evidence of the true nature of the business organization 
which is about to do business with the public. 31 

Where the corporate enterprise is the brain-child of investment bankers, 
as is often the case, the details of the corporate charter are drafted by 
skilled lawyers retained for that purpose by the bankers. Both parties, 
through long experience, are acquainted with the procedure. 

Where incorporation is undertaken by the immediately interested 
enterprisers, the non-specialist lawyer may be employed, or it is possible 
to turn to organizations which make incorporation procedure a special 
profession. There are several well-known organizations which supply 
this service. They are minutely informed on the merits and demerits 
6f incorporation in each of the several states. For a fee, they will design 
and procure for the incorporators a charter from the state whose incor- 
poration laws and fees are most suited to the incorporators’ purposes 
and purses. The incorporators need only specify in general terms the 
corporate powers they desire, the corporate name they wish to adopt, the 
types of securities to be issued, and the other general provisions to be 
included in the charter. The specialists do the rest. Once the terms of 
the charter are agreed upon, the process is merely one of clerical routine. 
Usually the state or its official representative remains passive up to the 
point where the charter or articles of incorporation are completed and 
presented for approval. Then the state official charged with the duty of 
charter examination scrutinizes the document for irregularities. Should 
any be found, the appropriate corrections must be made, after which the 
charter is approved and the proper fees are paid. 82 Completion of these 
matters gives undeniable corporate legal status to the body of business 
associates. 

The state-approved certificate of incorporation is the company charter. 
Within this document are to be found these important provisions, pre- 
sented usually in the following order. Firstly, there is the name of the 
corporation. Selection of a name is a matter of business judgment. 
Incorporators must exercise care so as not to duplicate or closely approxi- 
mate the name of an existing corporate organization, if they wish to 
Avoid delay and difficulty. Next, the location of the principal office 
within the state is designated, since it must serve as the focal point for 
the receipt of notices and the service of legal papers. Some states allow 
the incorporators to name a legal representative within the state to serve 


, 81 Cf. Calvin jCrumbaker, Organizing and Financing Modem Business (New York, 
John Wiley Sons, Inc., 1939), p. 91. 

82 The charter or certificate of incorporation is usually made in triplicate. One 
copy is left on file with the proper state official. One goes to the office of the clerk 
of the county in which the corporation elects to maintain its principal office. The 
third is retained by the corporation. 
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the corporation for these purposes. Then there follow the purposes for 
which the corporation is to be established. These must be set forth 
clearly. Restricted terms may be used, or broad blanket clauses. It is 
important that the corporate powers should have sufficient coverage to 
avoid later charges of corporate acts ultra vires , that is, of acts which 
are not legally valid or are illegal because the company had not provided 
for them in its charter. Such acts may lead to embarrassment by charter 
revocation or at least to the necessity of charter amendment. 33 A state- 
ment of the amount of capital stock and the number of shares into which 
it is divided usually follows the statement of purposes. If there is more 
than one type or class of stock, each type or class must be described with 
all its varying features. 

Stocks are evidences of ownership in a corporation. Usually they are 
divided into two categories, preferred and common. There may be varia- 
tions in this standard pattern. As the title indicates, preferred stocks 
enjoy some preferences over common stocks. They bear a stated rate 
of income when paid, though if they are designated 'participating preferred 
they may receive something more. Preferred dividends must be paid 
before dividends for the accounting period are paid to the common 
stockholders. If the preferred stock is labeled cumulative , unpaid divi- 
dends must be paid, together with the amount of the current dividends, 
before the common stockholders are paid. In event of the dissolution 
of the corporation, the preferred stockholders are entitled to a stated 
principal sum before the common stockholders participate in the distribu- 
tion. Preferred stockholders may or may not have voting power. This 
power may be denied to them completely, or it may be granted to them 
fully along with the common stockholders, or it may be a power which 
accrues to them under conditions wherein their immediate interests are 
vitally affected. 

Common stocks represent proportional interests in the residual owner- 
ship of the corporation. The stock certificate is the basic instrument 
from which many variants have developed. Unless otherwise stated, 
common stocks carry full voting power, that is, one vote per share. It 
was customary to issue common shares at a par value, that is, a nominal 
or face value, such as $10 or $100, inscribed on the certificate. Twentieth- 
century finance has introduced no-par stock, a share that has no nominal 
or face value inscribed on the certificate, but represents a certain propor- 
tion of the number of shares issued. Common stock has the residual 
claim on the earnings and assets of the corporation. Modern finance has 


83 How careful corporation lawyers are to avoid these contingencies is apparent 
from a perusal of the blanket charter of the United States Steel Corporation. See 
A. H. Stockder, Business Ownership Organization (New York, Henry Holt and Com- 
pany, 1922), pp. 573-681. 
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introduced also the non-voting common stock. Where this type is used, 
it is customary to designate this stock as Class A common and to call 
the voting shares Class B common. 

Whatever the capital stock plan may be, the certificate of incorporation 
should clearly state for each type or class of stock its rights in the pay- 
ment of dividends, its participation in assets in event of dissolution, its 
voting rights, and other important protective provisions. 

Corporations also raise money through their capacity to borrow. 
Usually, in the charter, provision is made for the power of the corporation 
to pledge its properties for debts incurred and to issue bonds. 

Bonds are claims of creditors on the issuing corporation. If the bonds 
conform to standard pattern, they usually have certain unqualified rights, 
such as the right to fixed interest payments on definite dates and the right 
of repayment of a fixed principal sum on a fixed date. They may or 
may not be protected by specific assets of the corporation. For example, 
a railroad equipment trust bond is a credit claim against the railroad 
which issued the bond. The bondholder is protected by a claim on 
specific railroad equipment held in trust to satisfy his claim, in event the 
railroad cannot otherwise meet its bond obligations. On the other hand, 
a debenture bond offers no specific security to the bondholder. It is 
. backed by the general credit of the issuer corporation. Bondholders do 
not have any voice in management, nor do they have direct interest in 
! the assets or the profits of a corporation beyond their own immediate 
claims. There are a host of types of bonds issued by corporations. 
Their descriptive titles serve to identify them only roughly. Prospec- 
tive holders of these claims should scrutinize the terms of contract 
carefully and not rely simply on titles. 

Many state laws require that incorporators reveal how much of the 
authorized stock they themselves have subscribed. Many also set a 
minimum amount to the stock actually sold and paid for before the cor- 
poration may begin business. In Delaware, for example, one thousand 
dollars is sufficient. 

It is usual for states to insist that within the charter shall be recorded 
the names and legal residences of the incorporators and directors. Some 
states require only the names and addresses of the original incorporators. 
Where.the incorporation process is professionalized, this information has 
less significance than formerly, since the incorporators are frequently 
“dummies” for the principals. Clerks of the legal counsel caring for the 
details of incorporation often ‘serve in this capacity. The principals 
assume direction after the corporation is duly organized. It is customary 
also to state in the charter its official duration. Many states issue, per- 
petual charters. Others limit them to specified periods, but make charter 
renewal relatively easy. Any other special stipulations may be included 
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in the charter. It is important, however, that the charter should be 
drawn up in simple terms and constructed in strict accordance with the 
general incorporation laws of the state. Details relating to the operation 
of the company should be relegated to the corporate by-laws. 

The corporate by-laws are a set of working rules or regulations by 
means of which the corporation operates within the powers it has obtained 
in its approved charter. These rules are adopted at the first meeting 
of the newly organized corporation, and they guide the corporate directors 
thereafter. Included in the by-laws are such fundamentals as these: 
regulations for the issuance and transfer of shares; the time and place 
of stockholder meetings, the method of stockholder notification, quorum 
requirements, and methods of voting; election and qualification of direc- 
tors ; 34 the time, the place, and quorum requirements for the directors’ 
meetings ; officers to be elected by the directors ; the duties and limitations 
imposed on the activities of such officers; standing committees within the 
board of directors, and the duties and activities of such committees; and 
finally, such things as dividend declaration and distribution, care of cash 
and bank deposits, debt limitations, and the like. 

Given a set of working rules, the directors of a business corporation 
will usually meet monthly, or oftener if circumstances warrant it. The 
volume of work varies with the type of business, the size of the company, 
and the general and special economic conditions which affect the com- 
pany’s operations. Normally, directors’ duties are confined to employ- 
ment of important corporate officers, ratification of important contracts, 
approval of budgets, examination of plans for operation or expansion, 
the distribution of profits, and examination of the results obtained by 
the hired corporate officers. Since the directorate oversees the corpora- 
tion and its operations, it assumes real responsibility. The directors are 
subject, therefore, to civil liability for certain faults, such as gross negli- 
gence, issuance of false information, and allowing the corporation to 
function beyond its corporate powers. And they may be subject also 
to criminal action for committing fraud, larceny, or embezzlement. 

From the foregoing paragraphs, it is clear that the procedure which 
establishes the legal and administrative framework of the corporate 
organization has been reduced to the simplest terms. Such complexities 
as do arise are not so much the product of organizational form as they 
are the outcome of the vastness of the undertakings proposed. Simple 
and restricted objectives foster simple and clean-cut relations, whereas 
complex and unrestricted objectives produce contrary situations. 

From the viewpoint of business enterprisers, the popularity of the 


84 Some states require persons to own qualifying shares of stock to be eligible for 
a directorship; other states do not. 



54 


THE MODERN CORPORATION 


corporate organization or of any other business form depends in partic- 
ular on its usefulness in meeting the initial and continuing problems of 
organization. 85 In the main these problems can be stated summarily in 
the following fashion: (1) burdens and responsibilities which derive from 
the formation of the business enterprise, and (2) the organizational prob- 
lems arising from the maintenance and expansion of the venture. 

These broad problems in turn break down into a series of lesser prob- 
lems which are evident in the following questions: How to organize with 
the minimum expense and legal difficulty? How to reduce to a minimum 
the burdens of taxation and governmental regulation which relate to the 
form of business organizations? How to minimize the liability of the 
owners of the business venture? In what ways is it possible to facilitate 
the acquisition of the necessary initial capital, and of additional capital 
when needed? Which organizational form will contribute most to the 
smooth operation of management in the event of large-scale develop- 
ment? Which form will contribute most to business planning? The 
merits and demerits of the common business forms of organization reflect 
the answers to these questions. 

FACTORS AFFECTING THE CHOICE OF 
BUSINESS ORGANIZATION 

The so-called personal forms of business organization, the proprietor- 
ship and partnership, appear to have an advantage over the impersonal 
corporate form by being comparatively easy and inexpensive to organize. 
The sole proprietor has no problem or expense related to the form of 
organization. He simply acquires a location, invests his capital in the 
necessary equipment and supplies, and opens his doors for business. 
With slightly more difficulty a partnership may be established. No 
written contract need be formulated, but it is customary and wise to 
draw up a carefully stated written agreement known as the articles of 
co-partnership. Such a precaution reduces the risk of later friction which 
might arise to impair the success of the organization. A properly con- 
ceived partnership will be protected, therefore, by an agreement which 
carefully deals with such fundamental matters as capital contributions 
and their payment by the respective partners, duties of the partners, 
methods of accounting, provisions for periodic financial statements, com- 
pensation of the partners for services rendered, division of the profits and 
losses, duration of the partnership, and methods of partnership termina- 

85 In some instances choice of business organization is limited by law. For example, 
in New York State, incorporation is forbidden to the professions of law, medicine, 
and dentistiy. On the other hand, it is required that commercial banking be under* 
taken only by corporate organizations. 
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tion. The services of a competent lawyer experienced in drafting the 
articles would represent the main organizational expense. 

The incorporation process is likely to be somewhat more arduous and 
expensive, despite the fact that the burdens have been reduced by state 
competition for the incorporation business and by professionalization of 
the incorporating process. There remain more legal formalities attached 
to incorporation, and filing fees and annual taxes must be paid . 86 
These accepted but inconvenient requirements not infrequently cause 
business men to choose the informal, personal types of organization rather 
than the corporate form. This is especially true for small ventures. 

It is quite possible that proprietorships and partnerships may be sub- 
ject to public regulation. But the nature of the enterprise and not the 
form of organization is responsible for this. On the other hand, when 
a group of business associates adopts the corporate form, the state always 
requires that it recognize the existence of the convenient artificial per- 
sonality by scrutinizing and approving the proposed charter. And the 
state imposes upon the corporation the duty of filing reports and paying 
corporate taxes and fees of various kinds. Moreover, the corporation 
must 7 keep rigidly within the express powers stated in its charter and 
within the powers implied under the general incorporation laws of the 
state. Furthermore, a corporation has no legal standing outside the state 
of its incorporation unless it takes special steps to qualify itself. This 
may involve further burdens in the form of licenses, reports and taxes. 
In contrast, sole proprietors and partners are natural persons with full 
citizenship. They are not subject to these burdens. One must recognize, 
however, with respect to the corporation, that the principles of self- 
interest and interstate comity operate to keep the onerous burdens of 
public regulation within reasonable bounds. Hence, in this phase, the 
advantages of the proprietorship and partnership forms do not become 
unduly emphasized. 

The corporation far outdistances its rivals in the matter of ownership 
liability for business debts. In a proprietorship a single individual con- 
tributes all the ownership funds. Consequently he takes all the gains, 
and he alone bears all the losses. His liability is unlimited, that is, even 
his non-business property is subject to legal attachment to pay his 
business creditors if his business assets are insufficient. In the partner- 
ship the burden of unlimited liability for business debts is even more 
serious. Ordinarily each partner is liable for the business acts of the 
other partners. Where the business and the number of partners is large, 
and the personal fortunes and investment in the partnership vary greatly 

86 The variation in these fees and taxes has already been indicated. Other tax 
burdens of increasing importance are the state and Federal taxes on corporate in- 
comes. 
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among the partners, the unlimited liability feature is fraught with danger, 
particularly for the more well-to-do partner . 87 On the other hand, the 
corporate form imposes no such burdens or dangers on the stockholders. 
Liability is limited to the amount of each stockholder’s investment. 

In respect to the collection of capital funds for starting the business 
establishment, all the burdens and responsibilities attaching to each form 
are significant. The disadvantages of the corporate form, however, 
appear to be more than offset by the limited liability feature. And this 
is not the complete story. Except when the business enterprise is 
financially insignificant, the corporation offers exceptional advantages 
in raising capital. It can present to prospective investors a wide range 
of corporate securities — stocks and bonds. To fit the purses and invest- 
ment inclinations of almost every type of person, these securities may be 
issued in convenient denominations, degrees of power and participation 
in the enterprise, and the like. Moreover, most securities are readily 
transferable, so that the owner or the lender can easily withdraw from 
his position by the legal sale of his security. Ordinarily this has no effect 
on the corporation, since it operates under the principle of perpetual 
succession, whereby the organization itself legally survives despite many 
changes in its owners. 

In contrast, in collecting capital funds the proprietorship is limited to 
the personal savings of the proprietor and to such funds as he may obtain 
from credit-lending agencies. It is true that in obtaining credit his 
unlimited liability may be a real advantage, provided he has not placed 
his non-business property beyond legal attachment. But the limitations 
involved in capital acquisition are obvious. Hence proprietorships are 
restricted to such enterprises as require relatively little capital. * Further- 
more, transference of ownership is more difficult where this form is used. 
Prospective purchasers are likely to be fewer where ownership means a 
considerable outlay in a single project, an actual direct and active partic- 
ipation in the business enterprise, and unlimited liability for the business 
debts. 

While the partnership is superior to the proprietorship in collecting its 
initial capital because it can tap the resources of more than one person, 
it is inferior to the corporation. The liability disadvantages of the 


87 A partner with fifty thousand dollars in personal assets and five thousand dollars 
at stake in a partnership could suffer badly should the partnership meet with financial 
disaster, especially if his co-partners were less well-off. Such a partner would be 
well-advised to enter into a limited partnership agreement whereby his personal 
liability would be limited to the amount of his investment. There are two difficulties 
in this arrangement. Firstly, some partner or .partners must assume unlimited 
liability in any case. Secondly, such a partnership must be formed under the state 
statutes rather than under the, common law, so as to record publicly the limited 
liability feature in order to protect creditors who might otherwise be misled. 
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partnership are such that well-to-do prospective participants are hesitant 
to enter the partnership and risk their personal fortunes. Moreover, 
the inclusion of too many partners with small investments results in an 
unwieldy organization. Therefore, partnerships, like proprietorships, 
will be most popular where the enterprise is to operate on a comparatively 
small scale. 

Another factor which detracts from the popularity of investment in 
a partnership is the uncertainty of its legal existence. The death, with- 
drawal, bankruptcy, or legal disability of a single partner brings an end 
to the partnership agreement. Such a contingency might force the 
liquidation of the business and impair the investments of the other part- 
ners. No such problem arises under the corporate form of organization, 
which, other things being equal, promises greater permanence of life. 

Business organizations not only need initial capital to get under way, 
but they also may need additional capital funds for expansion and 
development. Such funds may be accumulated from earnings, but 
success frequently depends on tapping other sources. Successful busi- 
nesses can get such funds from either or both of two sources: (1) from 
banking institutions and other short-term lenders, and (2) from invest- 
ment or long-term capital markets. 

By its very nature, the proprietorship is limited largely to the short- 
term lending agencies. 38 But, because the liability of the proprietor is 
unlimited, he is likely to receive more favorable consideration from the 
short-term lending agency than would a corporation with equal net 
business assets engaged in the same business. As explained earlier, this 
is because the proprietor’s non-business assets may be attached to satisfy 
the creditors’ claims in case the business itself becomes incapable of 
meeting its obligations. 

The partnership has similar advantages and disadvantages in acquiring 
more capital funds. It may, however, if the present partners are willing, 
add a new partner. 39 Legally, this means a new partnership and a new 
agreement to fit the added member into the co-partnership arrangement. 
Though this is an awkward procedure, it does offer a way to get additional 
funds while retaining the same fundamental form of organization. 

The same advantages are attached to the corporation in raising addi- 
tional funds as in raising initial capital. What this form lacks in short- 
term borrowing capacity, as compared with the personal business forms 


88 The sole proprietor can seek long-term loans, of course, by mortgaging personal 
or business property. Such procedure would weaken his borrowing capacity in the 
short-term market. 

88 New partners must be acceptable to all the present partners under the legal 
principle known as delectus personae . This is a limiting factor in adding new capital 
to an established venture. 
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with their unlimited liability, it more than offsets by its ability to tap 
the investment market. Securities may be issued in types and unit sizes 
that will appeal to a wide range of investors. Through the organized 
market mechanism, the public has a clearer picture of the past earnings 
of the issuer corporation, as well as of the earnings that prevail in that 
particular field of economic activity. And, moreover, if an investor is 
displeased with his choice, he has much less difficulty in disposing of his 
investment. 

The form of organization may aid in or interfere with management. 
For example, in the partnership where each partner is a general agent, 
interference with each other's functions may develop. Even where 
precautions are taken to outline carefully each partner's duties in a 
written agreement, this may still occur. And even though a partner is 
acting beyond the scope assigned to him, outsiders can hold the partner- 
ship or the other partners legally accountable. On the other hand, if the 
partners tried to hold each other legally accountable it would become 
necessary to dissolve the partnership. In the case of the proprietorship, 
the proprietor is, of course, master of his own enterprise. He makes his 
own decisions, defines the duties of his subordinates, and limits their 
activities. Because he is dealing with subordinates, rather than with 
equals as is the case in a partnership, he can always wield the “big stick" 
of dismissal over those who assume too much authority. In the corpora- 
tion, responsible management can be made more or less flexible. As a rule, 
owners delegate governing power to the directors to select the corporate 
officers, who then choose the executive personnel. Responsibility can be 
centralized or divided and subdivided as circumstances warrant . 40 The 
corporation also possesses another advantage for management. The 
fact that many states will endow a corporation with a perpetual charter 
is extremely helpful in drawing up long-term contracts and laying out 
other long-range plans, so necessary in a capitalistic enterprise. This 
advantage does not accrue to the personal forms of business organization. 

THE CORPORATION AND ECONOMIC WELFARE 

t 

If the general economic welfare is promoted fully, our relatively scarce 
means of production must be utilized with the utmost efficiency. In any 
given stage of technological development this is accomplished best when 
the scarce resources are distributed among their various uses in such a 
fashion that no greater production of the desired things could result from 
a different arrangement. This applies to the distribution of the pro- 
fit is quite possible that corporate organizations can develop into an unwieldy 
bureaucracy. See Temporary National Economic Committee, Bureaucracy and 
Trusteeship in Large Corporations , Monograph No. 11, Washington, D. C., 1940. 
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ductive factors within an industry as well as between industries. That 
form of business organization which contributes most to this end, and 
aids in technological development as well, is the form which holds forth 
the most promise to society. 

In many respects the corporation assumes the role of the most promising 
contributor. It collects capital more easily than do other forms, and 
thus aids the development of the economies of larger-scale production. 
Through information derived from the market mechanism that has been 
established to assist the ready transference of corporate shares, the public 
should be better able to estimate the rates of return on investment that 
are derived from the different fields of economic activity. Normally 
the more personal forms of business organization keep this information 
secret. In the case of the corporation the presumption is that, through 
the information yielded by corporate reports, the investor is better 
equipped to select the places where productive resources should flow to 
yield the public a higher total of human gratifications. 

The corporate mechanism, however, has not been an undiluted blessing. 
At times investment returns have been obscured. The sale of new 
securities too frequently has resulted in the victimizing of an ill-informed 
public. Market manipulation of the prices of old securities has decreased 
the usefulness of market quotations as guides for new investment. 
And other failures have impaired the effectiveness of the corporation in 
organizing production. But the larger social problems of the corpora- 
tion have not grown out of its faulty operation as much as out of its very 
merits. These have made possible the organization of huge business 
units, and in the process their internal characteristics have been altered 
so as to remove owners from the position of control which they are 
assumed to possess in the theory of competitive individualism. Their 
removal creates a basic social problem unless their planning function is 
assumed successfully by some other interest in the corporation. The 
growth of giant concerns also has changed the relations between corpora- 
tions. At times the corporate form has offered the means bf which single 
firms have grown to dominate whole industries. Or where growth has 
stopped short of that extreme it has left so few firms in an industry that 
competitive control has not survived. 
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Very large corporations have not only become a well-established 
feature of the American economy, but promise to be of increasing im- 
portance. In studying the growth of non-financial corporations 1 be- 
tween 1909 and 1929, Berle and Means conclude that companies with 
gross assets in excess of ninety millions of dollars increased in size two 
or three times as fast as the average. 2 And in the severe depression 
following 1929 the large companies gained further ground. The following 
table shows that as a group they suffered some loss in assets but did 
better than the smaller enterprises. 


TABLE 1 

Assets of Non-Financial Corporations, 1929-1933 8 



Total Assets in Millions of Dollars 


1929 

1931 

1933 

The 200 largest a 

98,597 

101,662 

95,617 

All others 

100,832 

76,766 

72,104 

Total 

199,429 

178,428 

167,721 

Percentage importance of the 
largest 

49.4 

57.0 

57.0 


•Corporations with gross assets (less depreciation and depletion) of sixty-seven 
millions or more. 


Depression obviously does neither the large nor the small company 
any particular good, but at least in this instance of a very severe de- 
pression the large enterprise stood the strain comparatively well. 

1 These include all corporations except those in commercial banking, insurance, 
investment, and the trust field. 

2 Berle and Means, op. cit., p. 40. 

8 National Resources Committee, The Structure of the American Economy (Wash- 
ington, D. C., U. S. Government Printing Office, 1939), Part I, Table VII, p. 107. 
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It seems almost certain that a larger and larger role will be played 
in the American economy by these giant concerns. It must be through 
the instrumentality of such organizations that much of our economic 
planning is effected. And if competitive individualism exists to regulate 
economic affairs in any large part of our economy, it becomes apparent 
that the individual is frequently a corporate being of great power and 
size. Private enterprise has in many sections of the economy fallen 
into a corporate scheme that dwarfs the individual and even rivals 
many political units in wealth and strength. The market, so important 
in the theory of competitive capitalism, has been affected by the great 
power of individual sellers and buyers and by their great scope. More 
and more semi-finished goods and many services are not being bought 
and sold on the market, but are kept from the raw material to the 
finished article under the administrative control of large concerns. Size 
in itself need not be objectionable, but the power of many corporate 
units is so great that their affairs cannot help but be of public concern. 
So many aspects of our life are affected that control of these giants 
cannot remain wholly the private affair of powerful management of- 
ficers and owners. 

The generally accepted economic thought of the nineteenth century 
gave to the private property-owner an important duty in exchange for 
certain indulgences. The owner was left relatively free to direct his 
property as he wished and to enjoy the income it produced. It seemed 
logical to give this considerable grant of power to the individual. The 
economic benefits he sought for himself came as he contributed to the 
production of needed goods and services. The owner of an enterprise 
committed his capital to certain risks and benefited only from the 
residue of income left after labor, raw materials, and borrowed capital 
had been paid for. If his planning brought sufficiently valuable goods 
and services to the market, he was rewarded with prices that more 
than covered his costs; the residual income was his reward. Adam 
Smith and his immediate successors, however, viewed the owner as 
operating in close contact with his business. Today many owners col- 
lectively subscribe the property for huge corporate enterprises and are 
far removed from any experience in the affairs of their enterprise. 

When the owner attempts to take some part in controlling his busi- 
ness he frequently is dwarfed by r the corporate mechanism. While legal 
and to a certain extent economic theory still views control of business 
as resting in his hands, he frequently has delegated most of his duties 
to boards of directors and his control over these boards is only passive. 
And directors, in their turn, not uncommonly are forced by the com- 
plexity of the business to hand control over essential matters to man- 
agement officers. The owner may be so far removed from essential 
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affairs that tasks assigned to him in nineteenth-century thought may be 
far beyond his scope and he may have permanently abandoned them. 
His functions, however, are necessary ones and must be assumed by 
some group if production is to be carried on. As a result, the extent 
to which the owner has lost control and the present location of that 
control are matters of general social concern. 

The Two Hundred 

In a study of the ownership of the two hundred largest non-financial 
corporations in American industry, the Securities & Exchange Commission 
has thrown a great deal of light on the character of ownership and 
the extent to which stockholders actually control large corporations. 4 
In 1937, these companies individually had balance sheet assets of over 
sixty million dollars and their combined assets cam’e to seventy billion 
dollars. Their dividends of two billion dollars made up 45 per cent of 
the dividends of all non-financial corporations, and their assets repre- 
sented a similar percentage of the wealth of such corporations. 5 6 

In the following list of the two hundred we find ninety-six manufactur- 
ing companies that dominate most of the important lines of manufacture 
— about one-third of the chemical industry, one-half or more of petroleum 
refining, autos, steel, non-ferrous metal industries, and important branches 
of the machine industries. There are twenty-nine railroads owning ap- 
proximately one-half of the assets of all railroads, and forty-five out- 
standing electric power, gas and water companies possessing about the 
same importance in their field. The thirty great retail and service organ- 
izations included in the list do not dominate their fields to the same 
extent. Although the motion-picture industry, chain stores and mail- 
order houses are important exceptions, most industries producing con- 
sumers 7 goods such as beverages, textiles, leather and the like show the 
large corporation holding only about 10 per cent of the total corporate 
assets. 

Extractive and Manufacturing 

Total Assets 

in Thousands 


Industry and Company of Dollars 

Agriculture: 

United Fruit Co $186,774 


4 Banking, insurance, investment and trust companies were excluded, as well as 

companies in bankruptcy or receivership and subsidiary corporations having less 
than sixty million dollars 7 worth of stocks in the hands of the public. 

6 Temporary National Economic Committee, The Distribution of Ownership in 
the 200 Largest Non-financial Corporations , Monograph No. 29 (1940), p. 4 (here- 

after cited as T. N. E. C., Monograph No. 29). 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

Coal mining: 

Glen Alden Coal Co 145,093 

The Lehigh Coal <fc Navigation Co 80,428 

Philadelphia & Reading Coal & Iron Corporation 83,104 

Pittsburgh Coal Co 139,537 

Other extractive industries: 

Texas Gulf Sulphur Co 62,900 

Food and related products: 

Grain milling and baking: 

National Biscuit Co 124,023 

Dairy products: 

The Borden Co 122,435 

National Dairy Products Corporation 202,807 

Meat packing and allied industries : 

Armour & Co. of Delaware 210,478 

Armour & Co. (Illinois) 329,964 

Cudahy Packing Co. 85,871 

Swift & Co 319,961 

Wilson & Co., Inc 90,011 

Canning and preserving: 

California Packing Corporation 65,408 

Sugar refining: 

The American Sugar Refining Co 118,193 

Miscellaneous : 

Corn Products Refining Co. 110,622 

General Foods Corporation 76,054 

Standard Brands, Inc 77,647 

Tobacco products: 

The American Tobacco Co 274,023 

Liggett & Myers Tobacco Co 183,607 

R. J. Reynolds Tobacco Co 180,721 

Beverages : 

Distilleries : 

National Distillers Products Corporation 64,467 

Schenley Distillers Corporation 82,462 

Other beverages: 

The Coca-Cola Co 76,295 

Textiles and textile products: 

Cotton and wool : 

American Woolen Co 65,200 , 

Lumber and lumber products: 

Weyerhaeuser Timber Co 140,280 

Paper and allied products : 

Crown Zellerbach Corporation 104,550 

International Paper & Power Co 258,143 

Printing, publishing, and allied industries: 

Hearst Consolidated Publications, Inc 128,021 

Chemicals and fertilizers: 

American Cyanamid Co 69,863 

Allied Chemical & Dye Corporation 233,432 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

E. I. du Pont de Nemours & Co 699,139 

Union Carbide & Carbon Corporation 292,595 

Drugs, medicines, toilet preparations, and soap: 

Colgate-Palmolive-Peet Co 68,734 

The Procter & Gamble Co 144,529 

Petroleum refining: 

The Atlantic Refining Co. . . : 186,213 

Consolidated Oil Corporation 352,319 

Continental Oil Co 104,351 

Empire Gas & Fuel Co 413,941 

Gulf Oil Corporation 560,399 

Mid-Continent Petroleum Corporation 65,383 

The Ohio Oil Co 138,856 

Phillips Petroleum Co 212,454 

The Pure Oil Co 178,442 

Richfield Oil Corporation 87,135 

Shell Union Oil Corporation 380,203 

Socony Vacuum Oil Co., Inc 905,213 

Standard Oil Co. of California 596,334 

Standard Oil Co. (Indiana) 735,079 

Standard Oil Co. (New Jersey) 2,060,816 

Sun Oil Co 128,401 

The Texas Corporation 614,793 

Tide Water Associated Oil Co 203,773 

Union Oil Co. of California 165,516 

Tires and other rubber products: 

The Firestone Tire & Rubber Co 166,192 

The B. F. Goodrich Co 135,436 

The Goodyear Tire & Rubber Co 194,933 

United States Rubber Co 179,117 

Leather and leather products: 

International Shoe Co 83,625 

Building materials and equipment : 

Building materials and supplies : 

Pittsburgh Plate Glass Co 118,124 

United States Gypsum Co 65,180 

Building equipment: 

American Radiator & Standard Sanitary Corporation 165,825 

Crane Co 108,667 

'Iron and steel: 

The American Rolling Mill Co 145,845 

Bethlehem Stee} Corporation (Delaware) ' 715,810 

Inland Steel Co 158,326 

Jones & Laughlin Steel Corporation 219,643 

National Steel Corporation 204,453 

Republic Steel Corporation 364,659 

United States Steel Corporation 1,918,729 

Wheeling Steel Corporation .* 123,551 

The Youngstown Sheet & Tube Co 220,641 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

Non-ferrous metals: 

Aluminum' Co. of America 236,567 

The American Metal Co., Ltd 68,090 

American Smelting & Refining Co 151,991 

Anaconda Copper Mining Co 592,825 

Climax Molybdenum Co. 81,022 

Kennecott Copper Corporation 354,497 

National Lead Co 99,035 

The New Jersey Zinc Co 88,681 

Phelps Dodge Corporation 196,479 

United States Smelting, Refining & Mining Co 71,480 

Machinery and tools (including electrical) : 

Industrial machinery and tools: 

Allis-Chalmers Manufacturing Co 110,636 

The National Supply Co 73,864 

United Shoe Machinery Corporation 126,740 

Agricultural machinery and implements: 

Deere & Co 108,105 

International Harvester Co. 427,074 

Electrical machinery and equipment : 

General Electric Co. 423,177 

Westinghouse Electric & Manufacturing Co 227,455 

Radio: 

Radio Corporation of America 89,373 

Office machinery and equipment: 

International Business Machines Corporation 74,219 

Miscellaneous : 

Singer Manufacturing Co 163,637 

Automobiles and parts: 

Automobiles and trucks: 

Chrysler Corporation 188,803 

’Ford Motor Co. (Delaware) 704,923 

General Motors Corporation 1,227,322 

Other transportation equipment : 

Railroad equipment: 

American Car & Foundry Co ’ 91,793 

Pullman, Inc. . ... ^ 263,653 

Miscellaneous manufacturing industries: 

American Can Co. 178,218 

Continental Can Co., Inc 134,409 

Eastman Kodak Co 179,387 

Owens-Illinois Glass Co 87,562 


Total manufacturing 25,198,929 

Merchandising 

Chain stores: 

The Great Atlantic <fc Pacific Tea Co. of America 184,621 

S. S. Kresge Co 123,453 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

S. H. Kress & Co 75,873 

J. C. Penney Co 81,413 

Safeway Stores, Inc 71,864 

P. W. Woolworth Co 221,747 

Department stores: 

Gimbel Bros., Inc 83,281 

R. H. Macy & Co., Inc 96,322 

Marshall Field & Co 83,534 

Mail-order houses : 

Montgomery Ward & Co., Inc 213,189 

Sears, Roebuck & Co 284,073 

Wholesale, commission, and brokerage: 

Anderson, Clayton & Co 91,096 


Total merchandising 1,610,466 

Transportation 

Railroads: 

The Atchison, Topeka & Santa Fe Ry. Co 1,104,210 

Atlantic Coast Line R. R. Co 340,132 

The Baltimore & Ohio R. R. Co 1,114,155 

Boston & Albany R. R. Co 67,783 

Carolina, Clinchfield & Ohio Ry 68,199 

The Central R. R. Co. of New Jersey 170,582 

The Chesapeake & Ohio Ry. Co 673,622 

The Delaware & Hudson Co. . . . 225,136 

The Delaware, Lackawanna & Western R. R. Co 174,428 

The Great Northern Ry. Co 761,399 

Illinois Central R. R. Co 643,566 

Kansas City Southern Ry. Co 133,508 

Lehigh Valley R. R. Co 209,337 

Louisville <fe Nashville R. R. Co 447,897 

Missouri-Kansas-Texas R. R. Co 251,019 

Morris & Essex R. R. Co 89,756 

The New York Central R. R. Co 1,639,180 

The New York, Chicago & St. Louis R. R. Co 273,825 

Norfolk & Western R. R. Co 479,261 

Northern Pacific Ry. Co 784,689 

Pennsylvania R. R. Co 2,011,606 

Pere Marquette Ry. Co 155,733 

Reading Co 385,865 

Southern Pacific Co 1,701,113 

Southern Ry. Co 581,223 

Union Pacific R. R. Co 1,094,581 

The Virginian Railway Co 154,248 

Western Maryland Ry. Co 166,996 

Western Pacifio R. R. Corporation 114,446 


Total railroads 


16,017,495 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

Other transportation: 

Street railroads : 

Hudson & Manhattan R. R. Co 122,319 

Miscellaneous: 

General American Transportation Corporation 104,163 


Total other transportation 226,482 


Communication 


Telephone and telegraph: 

American Telephone & Telegraph Co 3,859,293 

General Telephone Corporation 71,894 

International Telephone & Telegraph Corporation 514,097 

New England Telephone & Telegraph Co. 253,884 

The Pacific Telephone & Telegraph Co. . 369,382 

Western Union Telegraph Co 304,528 


Total communication 5,373,078 


Service: 

Amusements : 

Loew’s, Inc. 142,554 

Paramount Pictures, Inc. 120,219 

Warner Bros. Pictures, Inc. 177,545 


Total service 440,318 

Electric light, power, heat, water, and gas companies: 

Holding: 

American & Foreign Power Co., Inc 700,376 

American Gas & Electric Co 441,094 

American Gas & Electric Co. . ... 441,094 

American Water Works & Electric Co., Inc. 358,446 

Central & South West Utilities Co 188,772 

Cities Service Co. * 1,099,472 

Columbia Gas & Electric Corporation 596,324 

Commonwealth & Southern Corporation 1,132,316 

Electric Power & Light Corporation 682,498 

Engineers Public Service Co 341,290 

Federal Water Service Corporation 175,666 • 

International Hydro-Electric System 516,906 

Lone Star Gas Corporation 129,429 

The Middle West Corporation 407,960 

National Power & Light Co 548,022 

New England Gas & Electric Association 93,686 

New England Power Association 362,303 

Niagara Hudson Power Corporation 559,735 

The North American Co 795,214 
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Total Assets 
in Thousands 

Industry and Company of Dollars 

Northern States Power Co. (Delaware) 264,976 

Pacific Lighting Corporation 153,319 

Philadelphia Co 336,079 

Public Service Corporation of New Jersey 556,570 

Standard Gas & Electric Co 810,957 

United Gas Corporation 265,685 

The United Gas Improvement Co 764,757 

The United Light & Power Co 507,017 

The West Penn Electric Co. ( 247,181 

Operating-holding : 

Commonwealth Edison Co 682,181 

Consolidated Edison Co. of New York, Inc 1,264,905 

Long Island Lighting Co 130,606 

Pacific Gas & Electric Co 641,251 

The Peoples Gas, Light & Coke Co 171,069 

Operating: 

Boston Edison Co 164,088 

The Brooklyn Union Gas Co 111,118 

The Cincinnati Gas & Electric Co 127,872 

The Cleveland Electric Illuminating Co 125,663 

Consolidated Gas, Electric Light & Power Co. of Baltimore 151,606 

Consumers Power Co 235,209 

The Detroit Edison Co 304,256 

Duke Power Co 157,924 

Duquesne Light Co 198,435 

The Kansas City Power & Light Co 76,055 

Philadelphia Electric Co 390,777 

Southern California Edison Co., Ltd 357,117 


Total 19,094,693 

Unclassified companies: 

Koppers United Co. and Koppers Co. (consolidated) 343,162 


Total unclassified companies 343,162 


Grand total (200 companies) 69,002,459 


The Character of Ownership in the Two Hundred 

In making possible the growth of these powerful economic units the 
security system of the corporation has made corporate shares the com- 
mon form of business wealth for the individual. And two somewhat 
contradictory developments have occurred in the share ownership of these 
large companies. On the one hand, a great many small investors have 
contributed capital, so that ownership has come to be very widely dis- 



THE CHARACTER OF OWNERSHIP 69 

persed. But on the other hand, in many cases, a few large investors are 
responsible for the concentration of sizable blocs of shares in the hands 
of a few people. 

For corporate industry as a whole there are many evidences of widely 
dispersed stockholdings. In the United States about one person in fifteen 
owns one or more shares. The most reliable estimates place the number 
of owners between eight and ten millions, and they split their investments 
into about twenty-four millions of individual blocs or shareholdings. 6 
Since 1927 the number of shareholders has increased more rapidly than 
the number of new shares, so that the general trend toward wider dis- 
persion and smaller individual holdings seems to be continuing. 7 

Dispersion is very marked among the two hundred. In 1937 their 
208 issues of common stocks were broken up into slightly over seven 
million shareholdings. With the total value at twenty-eight billions of 
dollars the individual shareholding was small, being worth about four 
thousand. 8 Since one person may own a number of shareholdings, it is 
not clear how many individual owners there were, but it is possible to 
make a rough estimate. For all corporations it appears that on the 
average the individual stockholder owns a share or more in three differ- 
ent issues. If this same condition exists for the stock of the two hundred, 
it will mean that the seven million shareholdings are spread into the 
hands of approximately two and one-third million people. 

With 641,308 common stockholders, the American Telephone and 
Telegraph Company can boast the largest number of owners; but over 
half the stock issues of the large companies have between ten thousand 
and one hundred thousand stockholders. 9 

It follows that many individual holdings must be small. The Securities 
& Exchange Commission found that about 83 per cent of the total number 
of all common shareholdings consisted of less than one hundred shares. 
And at the prices of December 31, 1937, nearly half the shareholdings had 
a value of five hundred dollars or less. 10 Under 5 per cent of them had 
a value above five thousand dollars. Companies ranging in capital size 
between two hundred and five hundred millions show less than the aver- 
age proportion of small holdings, while those below two hundred million 
and those above five hundred million have slightly more than their 

6 A shareholding is a bloc of one or more shares of one issue of stock, either owned 
beneficially by one person or registered on the books of the corporation in the name of 
one person. Since in a small percentage of cases the names listed on the books of 
the issuing corporation are not those of the beneficial owners but those of brokers, 

i banks and trustees, the dispersion of ownership is actually greater than would 
appear from a study of registered stockholdings. 

7 T. N. E. C., op. cit., pp. 16 fif. 

8 Ibid., pp. 23 ff. 

• Ibid., Table 25, p. 286. 

*>T. N. E. C., Monograph No. 29, Table 22, p. 282. 
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share of small holdings. The importance of the stock market in the 
dispersion of stocks is apparent. The percentage of the small holdings 
is greater for common stocks listed on the exchanges than for unlisted 
stocks. 

Preferred stock ownership shows slightly less dispersion. 11 The 196 
issues, with a market value on December 31, 1937, in excess of five 
billion dollars, were divided into 1,394,000 shareholdings. On the aver- 
age the distribution is obviously wide, but shows only one-fifth of the 
issues with over ten thousand owners as against three-fifths for common 
stocks. And the value of individual holdings is slightly greater. The / 
percentage of shareholdings with a value under $500 was about 10 per 
cent less than in the case of common stocks. Since 90 per cent of the 
shareholdings were in lots of less than one hundred shares as against only 
83 per cent for common stocks, the greater value per shareholding reflects 
a higher average value for preferred stocks. 

While there is this wide dispersion of common and preferred stocks 
among many small owners, there also exists a markedly unequal dis- 
tribution of the shares among the individual shareholdings. There are 
many small holdings, but a relatively few large holdings frequently con- 
tain a high percentage of the total shares. The following chart illustrates 
this condition. 12 The diagonal line would represent the situation if all 
the individual shareholdings were of equal size: 10 per cent of the share- 
holdings would contain 10 per cent of the total value of the shares out- 
standing; 50 per cent would contain 50 per cent of the total value, qnd 
so forth. The actual distribution of ownership is quite different. For 
common stock issues, 10 per cent of the individual holdings contain over 
80 per cent of the total value of outstanding common stocks; 35 per 
cent of the holdings contain nearly 95 per cent of the total value. Owner- 
ship of the preferred issues is less concentrated, but is still far away 
from an equal distribution. 

Study of a number of representative companies shows that the degree 
of concentration varies markedly for different stock issues. The common 
stock of the Inland Steel Company is much more concentrated than that 
of the United States Steel Corporation and the Bethlehem Steel. Owner- 
ship is heavily concentrated in the United States Rubber Company, but 
much less so in the B. F. Goodrich Company. Others where a high de- 
gree of concentration is particularly noticeable are E. I. du Pont de 
Nemours and Co., the Singer Manufacturing Company, Standard Oil of 
New Jersey, Gulf Oil, Shell Union Oil Company, and Sun Oil Company. 
Common stocks of the New York Central and the Norfolk and Western 
Railroads are heavily concentrated, while those of the Union Pacific and 

i* Ibid., Table 28, p. 289. 

12 Ibid., Chart V, p. 41. 
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TABLE 2 


Concentration of Ownership of Stock in 200 Largest Non-Financial 
Corporations 



0 10 20 SO 40 60 60 70 80 90 100 

Per Cent of Total Value of Shares Outstanding 


the Pennsylvania are more evenly distributed. Among the three large 
tobacco companies the holdings also vary considerably, with the R. J. 
Reynolds Company showing the greatest concentration and the American 
Tobacco the least. 

In spite of a great deal of individual variation it appears that for half 
the 208 common stock issues only Vfa per cent of the total of individual 
shareholdings is needed to make up a majority of the common stock out- 
standing. 18 For three-quarters of the issues it is only necessary to as- 


18 Since a broker or other recorded owner may be holding one bloc of stock for 
several beneficial shareholders, these percentages would be higher if recorded in 
terms of beneficial shareholdings. 




72 THE CHARACTER OF OWNERSHIP 

jsemble 2^ per cent of the shareholdings to collect a majority vote. In 
only a very few cases does it take over 5 per cent to make up a majority 
of an issue. 

Since 94 per cent of the stock issues of the two hundred have over ten 
thousand owners, these percentages, though small, still might spread 
majority control over a sizable body of investors. If 2 % per cent of 
the owners make up a majority of the shareholdings in a company, and 
if there are fifty thousand shareholdings of approximately the same size, 
majority control would rest in the hands of 1250 people. But the marked 
inequality in the size of shareholdings makes a considerably greater con- 
centration. This is apparent in the following figures, which show the im- 
portance of the twenty largest blocs of stock in the different issues of 
the two hundred. 

The Value op the Twenty Largest Record Holdings in 208 Common Stock 
Issues as a Percentage of Total Value 14 


Manufacturing Companies 26.7 % 

Railroads 24.9% 

Electric, Gas and Water Utilities 45.3% 

Others 17.3% 


Holding companies account for the particularly heavy concentration 
of ownership in the public utility category, and the presence of the 
American Telephone and Telegraph Company in the fourth category ex- 
plains much of the smaller percentage found there. 

With stock values so unevenly dispersed, it is inevitable that a number 
of specific issues will be held mainly by the twenty largest stockholders. 
The Securities & Exchange Commission found twenty owners with 50 per 
cent or more of the outstanding shares in over one-fourth of the 208 
common stock issues, with 30 to 50 per cent in over one-sixth of the 
issues, and 10 to 30 per cent in one-third. 15 In only forty-six issues did 
the twenty largest owners fail to hold 10 per cent of the outstanding 
shares. 

In general, the preferred issues show the same picture, although the 
concentration appears slightly less than for common stocks. It is worth 
noting that the large holders have not concentrated their holdings in those 
preferred issues that carry the voting privilege. One hundred and eleven 
of the 196 preferred stocks had full voting rights and 68 had contingent 
rights, but large shareholdings were not particularly concentrated in 
these issues. 


14 T. N. E. C., Monograph No. 29, Table 4, p. 73. Holdings of banks, brokers, etc., 
are excluded where beneficiary was not disclosed. 

14 /btc?., Table 5, p. 81. 
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Character of Control in the Two Hundred 

The dispersion and concentration of stock ownership have had im- 
portant effects on the control exercised by owners in the large corpora- 
tions. By electing boards of directors, stockholders are supposed to set 
the broad policies of corporations. In general, the wide dispersion of 
stocks has made it difficult for great numbers of owners to keep up with 
the affairs of the corporation, and has made it impossible for many to 
attend annual meetings where policy may be debated. As a result, a 
great many stockholders never exercise their right to vote, and many 
merely turn their vote over to others to be cast at the meetings of the 
stockholders. At the same time, the presence of a few large holdings 
coupled with the wide dispersion of the remaining shares makes it easy 
for minority groups of owners to maintain a control out of proportion to 
their ownership. 

In studying the two hundred, the Securities & Exchange Commission 
found between 1937 and 1939 that in only forty-two companies did the 
majority of the voting stock exercise control. 16 In nine of these, single 
families held a majority of the stock, and in six others a multiple-family 
majority control was present. 17 The most obvious example of the former 
exists in the Ford Motor Company, where three members of the family 
own all the voting stock. 18 The Jones and Laughlin families give their 
names to and own control of the Jones and Laughlin Steel Corporation. 
The complexity of ownership arrangements that may exist is illustrated in 
the case of the Singer Manufacturing Company, where three families 
(Clarke, Bourne and Singer) were beneficial owners of nearly half the 
voting stock, which was spread over two dozen family trusts, one family 
holding company, and several direct holdings. 

In almost three-quarters of the cases of majority control the stock was 
owned by other corporations. For example, the American Telephone and 
Telegraph Company held over half the voting stock of the New England 
Telephone and Telegraph Company and the Pacific Telephone and Tele- 
graph Company. The Shell Union Oil Company appeared as a heavily 
controlled subsidiary of the Royal Dutch Shell. Three of the large 

w/Mrf., pp. 14, 86-87. ' 

17 The Commission found very few cases where a single individual or corporation 
was the dominant stockholder. Usually several holdings voted and acted in unison 
to make up the majority control. Such holdings were designated as a single “in- 
terest group” and in some cases were owned beneficially by one person but held 
through separate instrumentalities such as trust funds, estates and personal holding 
companies. 

18 Another example is the Great Atlantic and Pacific Tea Company of America, 
in which the Hartford family owned all the voting common stock through a family 
holding company, the New York Great Atlantic and Pacific Tea Company, Inc. 
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railroad companies and over a dozen of the large electric, gas and water 
utilities were under the majority control of other corporations. 

Minority control of varying degrees was found in ninety-seven of the 
companies. 19 Thirty-seven of these showed a “predominant minority” 
controlling between 30 and 50 per cent of the voting stock. Family con- 
trol of the E. I. du Pont de Nemours Company rested safely on ownership 
of 44 per cent of the common stock. And the Mellon family held over 
34 per cent of the common stock of the Aluminum Company of America. 20 
Three families (Field, Simpson and Shedd) held a predominant minority 
of the stock of Marshall Field and Co. 

Corporations, particularly in the public utility field, were the pre- 
dominant minority control in seventeen of the thirty-seven cases. The 
Electric Bond and Share Company held such control over the American 
Power and Light Company, the American and Foreign Power Company, 
Inc., and The National Power and Light Company. The Standard Gas 
and Electric and the United Corporation were other important holding 
companies. The American Light and Traction Co. and the North Amer- 
ican Co. cooperated to maintain a safe working control over the Detroit 
Edison Co. 

The Commission found forty-seven companies controlled by a “sub- 
stantial minority” where control was exercised by interest groups own- 
ing between 10 and 30 per cent of the outstanding voting stock. Family 
groups in manufacturing and merchandising businesses made up half the 
group. The Crane, Colgate, Firestone, Gimbel, and other families gave 
their names to firms and held control over their policies through owner- 
ship of less than 30 per cent of the voting stock. Other well-known 
companies and families in the group were Pullman, Inc. (Mellon family) ; 
International Harvester (McCormick) ; United States Rubber Co. (du 
Pont). And the Rockefeller name was attached to five — The Ohio Oil 
Co., Socony Vacuum Oil Co., and the Standard Oil Companies of Cali- 
fornia, Indiana, and New Jersey. 

Although the percentage of total voting shares was rather small in some 
of these cases, control seemed to be firmly held. It undoubtedly rested 
at least in part on the cooperation of the management with the dominant 
family. When stockholders receive notices of annual meetings from the 
management and are asked to assign their votes to a proxy they fre- 
quently drop the slip into the waste-paper basket, but many do return 
, proxies, so that a block of votes rests in the hands of a committee named 

12 T. N. E. C., Monograph No. 29, p. 107. 

20 Other examples of predominant control by a family group were : Cudahy Pack- 
ing Company (Cudahy family), Deere and Co. (Deere family), Pittsburgh Coal Co. 
(Mellon family), Pittsburgh Plate Glass Co* (Pitcairn family), R. H. Macy and Co. 
(Straus family), S. 8. Kresge Co. (Kresge family and Kresge Foundation), Western 
Pacific Railroad Co. (A. C. James family). 
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by the management and presumably friendly to the management. Where 
the minority owner has little more than 10 per cent of the voting shares, 
his position might be challenged by an unfriendly management. 

In seventeen cases a “substantial minority” required the continued 
cooperation of several families, such as apparently exists between the 
Widener, Elkins, Dula, and Ryan families as minority holders in the 
Liggett and Myers Tobacco Company. In one case an English finance 
corporation, Selection Trust Co., owned 24 per cent of the common shares 
of The American Metal Co., Ltd., but the Hochschild, Sussman, and 
Loeb families with only 14 per cent were represented in the management 
and apparently controlled the company. 

Corporations controlled twelve of the two hundred through holdings 
of 10 to 30 per cent. These were all found in the railway and public util- 
ity fields, except for the General Motors Corporation. With 23 per cent 
©f its common stock in the hands of E. I. du Pont de Nemours and Co., 
it fell under the control of that company. The Commonwealth and 
Southern Corporation, which has been noticeable for its quarrels with 
the TVA, is directed through a 19 per cent control of its stock by the 
American Superpower Corporation and the United Corporation. 

Even smaller holdings than 10 per cent seem in a few cases to con- 
stitute control. 21 In Swift and Company the Swift family owns a small 
percentage of the outstanding voting stock, but has sufficient representa- 
tion in the management to suggest that it is in control. Other instances 
of the same condition appear in American Can Co., the Crown Zeller- 
bach Corporation and Warner Bros. Pictures, Inc. 

We finally come to a group of sixty-one companies where there is no 
evidence of ownership control. Three of these are railroads leased to 
other roads and hence controlled by them. 22 For some of the others it 
is possible that there is an ownership control that could not be located 
by the Securities & Exchange Commission. But it seems safe to say that 
there are at least fifty companies, one-quarter of the whole, in which 
owners do not perform their directive function. That role has been taken 
over by the chief officers of the corporation, who can maintain their 
position by use of the proxy machinery of the corporation. 

Conclusion 

It is evident that large corporations possess great importance in the 
organization of American industry, and all indications point to an even 
greater role for them in the future. And as they have developed, they 

21 T. N. E. C., Monograph No. 29, p. 109. 

22 Boston and Albany Railroad Co., Carolina, Clinchfield and Ohio Railway, and 
the Morris and Essex Railroad Co. 
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have spread their securities over a great number of small owners, and 
have at the same time dropped important blocs of stocks into the hands 
of a few owners. As a result, a great deal of economic power has fallen 
into the hands of a few people, and many owners no longer exercise any 
directing control over their property. The general situation developed 
in this chapter is summarized in the following table: 

TABLE 3 

Types op Control in the Two Hundred 


Type of Control: 
Number of Instances 


Controlling 

Majority \ 

Pre- 

Substantial 

Small 

No Dom- 

Group 


dominant 

Minority 

Minority 

Minority 

inant 

Owner 

Group 

Single family 

9 

13 

13 

'8 


Multiple family 
Family and cor- 

6 

6 

17 

5 


poration . . . 
Single corpora- 


1 

5 



tion 

Two or more cor- 

22 

14 

6 



porations — 

5 

3 

6 

• 


' Totals . . . . 

42 

37 

47 

13 

61 


Where a few giant concerns dominate a field of industry and where 
these companies are under the control of a few people, competition may 
be seriously threatened. On the one hand, the presence of a few large 
concerns may make price competition rather dangerous for them. And 
on the other hand, the existence of a small number of individuals in con- 
trol of them may make cooperation very easy. In our later studies of 
single-firm monopoly and monopolistic cooperation we will find that these 
factors have been and are important. In our present concern for the 
functioning of corporate industry, we are forced to notice that frequently 
the ownership of property has been divorced from control of business. 
In practice many owners have surrendered their control'to a minority of 
the stockholders or to management officers. In theory we have been 
satisfied with the economic results of owner control, but it is quite pos- 
sible that minority control and management control may not give as 
satisfactory direction to business as majority control would. It is possible 
that the great mass of disfranchised owners may be injured and industry 
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suffer through the loss of investor confidence in corporate industry. Or 
our economy may suffer in the case of management control because 
the rewards for efficient direction of industry go to property owners who 
are not responsible for that efficiency. These considerations make up 
the subject-matter of the inquiries pursued in the following chapters. 



5 

Minority Control 


In an address before the American Bar Association at Chattanooga 
in 1910, Woodrow Wilson observed that, in most of our states, the holders 
of less than a majority of voting shares in a corporation were in an 
extremely unsatisfactory position. As shareholders they contributed to 
the corporation, yet they did not enjoy the property rights which they 
expected from their contribution. Often confronted with a “like it or 
lump it” attitude on the part of the majority or the management, they 
had no recourse, if dissatisfied, except to dispose of their stocks in the 
market, even though they might be forced to take a loss. 

MINORITY PROTECTIONS 

Wilson’s comment was an over-statement of the defenseless condition 
of minority interests. Corporation law has aimed to protect the sup- 
posedly vulnerable minority. It is an accepted rule that the will of the 
majority, present and voting at meetings, shall prevail in the determina- 
tion of corporate policy. But it is also an accepted rule that the 
majority stockholders and the corporate management which the major- 
ity has installed in office are bound to exercise both diligence and good 
faith in the conservation of the property of the corporation. Moreover, 
the majority cannot legally act beyond the powers of the corporate 
charter. And they must exercise diligence to protect the interest of the 
minority. 1 Failure of the majority to exercise reasonable diligence en- 
titles minority stockholders to seek relief through courts of equity. 
Likewise an ultra vires act undertaken by the majority and any act 
tainted with fraud are grounds for equitable relief if the dissenting 
minority chooses to act. 2 A majority of stockholders, for example, can- 
not legally appropriate or divert to themselves, either directly or in- 
directly, the assets of the corporation to the injury of the other stock- 

1 Backus v. Finkelstein, 23 Fed. (2nd) 531 (1924). 

2 Lebold v. Inland Steamship Company, 82 Fed. (2nd) 351 (1936); Wabash Ry. 
Co. v . American Refrigerator Transit Co., 7 Fed. (2nd) 335 (1925). , 
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holders. Nor can the majority dispose of the rights of a corporation 
against the protest and to the injury of the minority. While the law 
recognizes reasonable, proper and lawful expenditures made at the be- 
hest of the majority, it will not support the payment of debts for , 
which a corporation is not liable, even though the majority of the stock- 
holders has approved such payments . 3 In short, the courts will protect 
the minority from majority actions which defraud or inflict unequitable 
conditions on the minority. But the court protection docs not go so far 
as to permit a minority group to estop majority action clearly favorable 
to the corporation as a whole . 4 

In addition to these protections the minority stockholder is in the 
position of any other stockholder who possesses voting power. He is 
entitled to be properly notified of the meetings of the stockholders of 
the corporation. He has a right to attend such meetings, vote for the 
election of officers, and pass judgment on any fundamental changes 
which might vitally affect the corporation and its future. He has the 
right to participate in the profits and dividends according to the pro- 
visions laid down in the corporate charter. He has the right to share 
equitably in the residual assets upon dissolution. And he has the right 
to examine the books of the corporation. Generally all stockholders 
of the same class stand on equal footing as to their corporate rights and 
liabilities. 

These protections may seem adequate, yet they may not be. Tech- 
nically, the minority stockholders do have these rights and are afforded 
protection from the injurious acts of the majority shareholders and the 
management. Actually, however, these rights and protections may not 
be so clearly apparent and available to the minority stockholders. This 
has been the case frequently where corporations were large and many 
stockholders, possessing small amounts of stock, were widely scattered. 
The stockholder’s imperfect knowledge of the law and all its technicali- 
ties has bred fear of litigation. Small stockholders, when injured, have 
tended to avoid legal entanglements, and have sought questionable re- 
lief through the stock market by sale of their stock, rather than risk 
satisfaction of their claims by legal proceedings. 

THE MODERN LARGE CORPORATION AND MINORITY 

INTERESTS 

It seems, however, that since the turn of the century, far from being 
a weak group needing more practical protection, in many instances the 

8 18 Corpus Juris Secundum, 1194. 

4 Thus the erection of a toll bridge across a bay might necessitate the dissolu- 
tion of a ferry company heretofore successfully serving the surrounding community. 
A minority could not successfully oppose the dissolution so long as they were 
treated equitably. 
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minority has actually assumed the powers of the majority. As we 
have shown in the previous chapter, in 50 per cent of our two hundred 
largest non-financial corporations, shares are so widely -dispersed that a 
minority interest may exercise powers far beyond those normally at- 
tributed lo it. With ownership of less than one-half the voting shares, 
for example, the Mellons control the policies of the Aluminum Company 
of America, and other family groups, the du Ponts, the McCormicks, and 
the Swifts in a similar ownership position exercise control over E. I. du 
Pont t de Nemours, International Harvester, and Swift & Company re- 
spectively. This is quite contrary to the presumption long maintained 
in legal and economic theory that the ultimate power over corporate 
industry rested in the hands of the owner or owners who possessed a 
majority of the voting shares. The new development has raised new 
problems as regards the control and direction of the business affairs of 
the corporation. Now if anyone needs better legal protection, it may 
well be the widely scattered holders of the majority of the voting shares. 

Minority Control 

Immediate corporate control lies in the hands of the corporation’s 
board of directors. Within this group majority rule prevails, and corpo- 
rate policies are formulated to be laid before the management as a guide 
to general administration. Ultimate control is lodged in those indi- 
viduals (interest group) or that individual who, either by actual owner- 
ship of a majority of the voting shares or by influence over the owners 
of a majority, can elect a majority of the board of directors. The ul- 
timate control is exercised annually to establish the immediate control. 
Between annual meetings the immediate control may reign supreme in the 
determination of corporate policy, since the shareholders can no longer 
remove directors at will. 5 * * Minority control is the power of the holder 
or holders of less than a majority of the total voting stock to elect a 
majority of the board of directors, who presumably are cognizant of 
and always subservient to the will of the minority interest which elected 
them. 

The possibilities of control by a minority interest become more ap- 
parent when it is realized that at an annual meeting of a corporation 
a quorum does not necessarily require the presence of a majority of the 
stockholders or a majority of the voting shares. 8 Provided no action 

5 'There are exceptions, of course, since statutes, charters, and by-laws may em- 
power ’stockholders to remove directors at any time for cause. See W. W. Cock, 

The Principles of Corporation Law (Ann Arbor, Michigan, The Lawyers Club, 
University of Michigan, 1925), pp. 360, 371. It should also be noted that the threat 

of removal has a strong influence when made by powerful stockholders. 

•/bid., p. 332. 
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of an ultra vires nature is taken, the action of the majority of the attend- 
ing quorum is as valid as the action of a majority of all the stockholders. 7 
Since this, is so, the minority control under discussion assumes greater 
stature. The du Pont family, for example, has control over 44 per, cent 
of the voting shares of the E. I. du Pont de Nemours Company. 8 If 
less than 88 per cent of the voting stock is present, actually or through 
proxy, at the stockholders 7 meeting, the 44 per cent minority interest 
easily becomes a real working control, i.e., it is as effective as an out- 
right majority of all voting shares. And, providing there is management 
cooperation, it is conceivable that a 10 per cent or even smaller minority 
interest can dominate the action taken in an annual meeting. This 
latter condition appears to prevail in such organizations as Swift & 
Company, Crown-Zellerback Corporation, American Can Company, Na- 
tional Lead Company, and Warner Brothers 7 Pictures, Inc. The chance 
that the minority interest will become a real working control varies 
directly with the cooperation of management and inversely with the 
interest and intelligence shown by the other shareholders with voting 
powers. If, outside the minority interest, the shareholdings are widely 
held in small amounts, the minority interest can count on stockholder 
inertia, indifference, and ignorance to strengthen its hand. 

When a particular minority interest is opposed by another minority 
group the control will eventually be lodged in the hands of that group 
which exhibits the greater ability to solicit the proxies of the scattered 
small shareholders. It is apparent, also, that since the existing board 
of directors or management establishes the machinery for soliciting 
proxies, a particular minority interest should have the support of man- 
agement or be prepared to wage a proxy battle with a recalcitrant 
management. Such a battle is likely to be decided on the basis of popular 
prestige and financial strength. 9 

Special Legal Devices As Aids to Minority Control 

In addition to the general conditions conducive to minority control, 
there are specific legal devices which minority interests may use to ob- 
tain control. Weighted or multiple voting stock contributes to this end. 
Here one class of stock is given more than one vote per share, while 
another class is given a single vote per share, or one class is given a 
single vote per share, while another class is allowed but a fractional 


* Ibid., p. 333. 

8 Securities and Exchange Commission, The Distribution of Ownership in the 200 
Largest Non-financial Corporations (Washington, D. C., 1940), p. 83. 

9 The outstanding case of this sort was that of John D. Rockefeller, Jr., v . 
Col. Robert Stewart of the Standard Oil Co. of Indiana, in 1928-1929. 



82 


MINORITY CONTROL 


vote per share. Judicious holding of blocs of the weighted voting stock, 
combined with the general conditions contributing to minority control, 
assures control by a minority interest. One of the best known instances 
of this technique of lodging control in the hands of special interests was 
the case of the Cities Service Company. This corporation issued both 
preferred and common stock, but gave each share of preferred stock 
one vote, whereas each share of common had but one-twentieth of a 
vote. By this arrangement H. L. Doherty & Company, with an invest- 
ment of $1,000,000 (one million shares of preferred at $1.00 per share, 
par value) controlled 27 per cent of the total votes that could possibly 
be cast at a stockholders’ meeting. 10 Since the number of preferred 
stockholders was about 81,000 and common stockholders totalled nearly 
378,000, the concentrated Doherty voting power was fairly secure in its 
control. This arrangement permitted a million-dollar stock investment 
to control a consolidated capital structure of a billion and a quarter 
dollars. 11 

Another device to which minority control sometimes turns is the voting 
trust. This is essentially a stock-pooling agreement whereby a group 
of individuals within a corporation for a specified period — usually not 
more than ten years — deposit their stock with designated trustees to hold 
and vote at the corporation’s meetings. In exchange the stockholders 
receive voting trust certificates as evidence of the transaction and as 
claims on dividends and other rights. This is the usual and perhaps 
most important method of securing majority control for a limited period 
of time. But it can be and frequently is used to solidify a minority 
working control. Promoters and investment bankers, for example, have 
used it to secure responsibility for and uninterrupted management of 
new corporations. 12 By retention of a sizable minority bloc of stock 
which they transfer to a trustee group, the bankers can dispose of the 
majority of voting shares and still be reasonably assured of corporate 
control until the new venture has proved its worth. According to one 
authority 13 this has been its principal use, although it has been popular 
also in corporate reorganizations. 14 In recent years the trustee device 
has been used by dominant stockholders to award income to their family 

10 B. Graham and D. L. Dodd, Security Analysis (revised edition, New York, Mc- 
Graw-Hill Book Company, 1940), p. 806, note 65. 

11 J. C. Bonbright and G. C. Means, The Holding Company (New York, Mc- 
Graw-Hill Book Company, 1932), pp. 113-114. 

12 A. S. Dewing, Financial Policy of Corporations (third edition, revised, New 
York, The Ronald Press Company, 1934), p. 387; ti bid. (fourth edition, revised, 
New York, The Ronald Press Company, 1941), Vol. I, p. 120. 

18 Ibid, (third edition, revised), p. 389. 

14 H. G. Guthmann and H. E. Dougall, Corporate Financial Policy (New York, 
Prentice-Hall, Inc., 1940), p. 695. For other uses see M. M. Bergerman. “Voting 
Trusts,” Yale Law Journal, , Vol. XXXVII (1928), pp. 445-467. 
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beneficiaries while the control, such as the right to sell, exchange, or vote 
shares, is lodged in the hands of trustees . 15 Insurance against the loss 
of family domination of the affairs of certain corporations is thus pro- 
vided . 16 Occasionally the actions of a strong and aggressive minority 
have caused the scattered holders of a majority of the voting shares to 
band together by means of the voting trust to defend themselves. 

The voting trust has received conditional legal approval from the 
courts. In general the courts approve or disapprove after examination 
of the purposes and results attained by the device . 17 Where stockholders 
have voluntarily transferred their right to hold and vote stocks to trustees 
for a limited period of time, the courts do not consider it a restraint on 
the alienation of private property, that is, there is no restraint where 
the transfer is not complete and the stockholder later regains title. Nor 
is it considered in opposition to public policy as a restraint of trade so 
long as the stocks are those of a single corporation. And it is not an 
illegal separation of ownership from voting power if no fraud is to be 
observed . 18 

Many states in their corporation laws now permit the use of the 
voting trust, though most of them make no statutory provision for it . 19 
Usually the duration of the trusteeship is limited to ten years. As in 
the case of some courts, certain states have recognized that the continuity 
of management and policy to be had through the voting trust arrange- 
ment for a limited period of time is a valuable advantage for the corpo- 
ration as a whole. 

It is not uncommon, however, for trustees to prolong the trusteeship 
by renewal of the agreement. Some state laws make extension very 
easy. Berle and Means cite the case of the Interborough Rapid Transit 
Company voting trust, which was renewable for five successive periods 
of five years each without further action by the holders of the voting 
trust certificates . 20 On their own volition, the trustees could thus main- 
tain their control over the affairs of the company. Even though con- 
tinuance of the trust agreement beyond the original period may be 
valuable, it is only reasonable to insist that the holders of the voting trust 
certificates should retain the power to vote on its renewal. 

15 Securities and Exchange Commission, op. cit., p. 76. 

16 The same objective has been reached through the medium of the personal 
holding company. 

17 For the attitude of the different state courts and the Federal Court, see Cook, 
op . cit., pp. 351-355. 

18 Cook, op. cit., p. 355. 

19 In our states, dependencies, and the District of Columbia, twenty-two of these 
governmental units make statutory provisions for the voting trust; thirty do not, 
and one declares it illegal. United States Corporation Manual (42nd edition). 
New York, U. S. Corporation Company, 1941. 

20 Berle and Means, op. cit., p. 78. 
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Legal Devices Which Magnify Minority Control 

In addition to those legal devices which have aided minority interests 
to exercise corporate control, there are two devices which greatly magnify 
minority power and extend it far beyond what one would expect from 
the actual amount of ownership of corporate shares. These two de- 
vices are the holding company and the non-voting share. 

The holding company came into prominent use in the 1890’s. It is a 
corporation which is permitted to hold stock of other corporations for 
the purpose of control of the subsidiaries which it thus draws together. 
The importance of this device is so great, however, that its discussion 
is reserved to a special chapter. 

Non-voting stock is largely a phenomenon of twentieth-century corpo- 
rate finance. During the period of active combination by means of hold- 
ing companies between 1898 and 1903 there were no important limitations 
on stockholders’ voting rights. 21 While there were several instances of 
restrictions on the voting power of preferred stock, non-voting common 
stock was very rare. The International Silver Company was one of 
the first corporations to use non-voting common. 22 Organized in 1898, 
it made its common stock non-voting until January, 1902. Thereafter 
its common stockholders were entitled to one vote for every two shares 
-held. 

The practice of issuing non-voting preferred and non-voting common 
became more wide-spread with the passage of time. 23 The loss of voting 
power by preferred stockholders was considered but an offset to the 
preferences they enjoyed over common stockholders with respect to divi- 
dend distribution and prior participation in residual assets upon corpo- 
rate dissolution. The loss of voting rights by common stockholders can 
be charged to stockholder indifference to their property rights, to the 
desires and motives of corporate promoters and investment bankers who 
were willing to take advantage of stockholder indifference, and to the 
liberalization of the incorporation laws of the several states. 24 

In the late 1920’s the loss of stockholder voting rights became serious 
enough to attract the attention of various students of corporation law 


21 W. H. S. Stevens, “Stockholders’ Voting Rights and the Centralization of Vot- 
ing Control,” Quarterly Jdumal of Economics, Vol. XL (May, 1926), p. 354. 

22 /hid., p. 355. 

23 Ibid., p. 361. Dr. Stevens listed American Tobacco, Liggett & Myers, R. J. 
Reynolds, Dodge Brothers, McCrory Stores, Pan American, Pierce Oil, and Gabriel 
Snubber as having issued large blocks of non-voting common stock. 

24 Corporation lawyers and financiers played an important part in this liberaliza- 
tion program* 
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and finance. 25 Attention was called to the extreme use of the device by 
Dodge Brothers and the Industrial Rayon Corporation. Dodge 
Brothers, Inc., issued 1,500,000 Class A, non-voting, common stock and 
500,000 Class B voting common. Industrial Rayon went even further. 
It distributed to the public 598,000 non-voting shares of Class A com- 
mon, while 2000 shares of Class B common held the exclusive voting 
rights. 26 

As Professor Berle maintained, the emergence of this device has 
amounted to something more than a change in form. Heretofore, where 
corporations with widely scattered stockholdings have been dominated by 
holders of a substantial and concentrated minority interest without the 
aid of a legal device of any sort, there has always been a latent power 
resting in the holders of a majority of the voting shares if they choose to 
act together. 27 Through the use of non-voting shares, however, this 
latent power is destroyed, and a minority in ownership can control corpo- 
rate affairs unmolested. In the Industrial Rayon Corporation, for ex- 
ample, 1001 shares of B voting common were necessary for control of 
the majority voting power, instead of more than 300,000 if all of In- 
dustrial Rayon common had had equal voting power. 28 Similarly, one 
share in excess of 250,000 of Dodge Brothers Class B common amounted 
to a clear control of that company. But, what is even more striking, in 
these days of widely scattered holdings control of a majority of voting 
shares is not necessary. A substantial minority may be just as effective, 
thus reducing control to an even smaller fractional part of the total 
ownership interest. 


25 W. Z. Ripley, "More Power to the Bankers/ 7 an address before the American 
Academy of Political Science in October, 1925, republished in The Nation, Vol. 
CXXI (December, 1925), p. 618; "From Main Street to Wall Street/ 7 Atlantic 
Monthly, Vol. CXXXVII (January, 1926), p. 94; A. A. Berle, Jr., Studies 
in the Law of Corporation Finance (Chicago, Callaghan and Company, 1928), 
Chap. 3. 

26 W. Z. Ripley, Main Street and Wall Street (Boston, Little, Brown and Com- 
pany, 1927), p. 87. 

27 A. A. Berle, Studies in the Law of Corporation Finance (Chicago, Callaghan 
and Company, 1928), p. 43. 

28 In fairness to the Industrial Rayon Corporation its subsequent financial history 
should be given. The Corporation increased its non-voting Class A common from 
598,000 to 998,000 without increasing its Class B common. On June 1, 1928, how- 
ever, its authorized stock was reduced to 200,000 shares, all of one class, with 
voting power. An exchange was made at the ratio of five of the old of each 
class for one share of the new voting common. Later the number of voting 
shares was increased to 1,200,000. See Poofs Industrial Manual, 1939, pp. 2288- 
2289. 

At the end of July, 19.39, the M. A. Hanna Company of Cleveland, Ohio, was the 
largest single shareholder, with 112,800 shares, or 14.9 per cent of the total outstand- 
ing. See Standard Statistics Co., Inc., Revised Description, March 28, 1940. 
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MINORITY CONTROL AND CONFLICTS IN INTEREST 

No matter where control lies, it gives a certain group power over 
positions, salaries, business patronage, disposition of earnings, purchase 
of new assets, and the use and disposition of corporate property. Al- 
though control should be exercised always for the benefit of the entire 
organization in its multiple relations between majority and minority 
owners, management, labor, creditors, and the general public , 29 fre- 
quently it is not. Interests definitely conflict. Moreover, where the 
amount of investment is relatively small as compared with the power 
of the control group, the .chances of conflict are increased. 

Members of the control group may place themselves on the board of 
directors and appoint themselves to important offices at exorbitant sal- 
aries regardless of competence. In a small mining company, for example, 
a single family held a predominant minority control by carefully voting 
in concert at the annual meetings of the corporation. The family vote 
usually exceeded a majority of the stock present and voting at the meet- 
ing. In its dominant position the minority ownership interest elected 
directors from its own ranks. These directors in turn dominated the 
board. They appointed themselves chief officers of the corporation. 
As directors they approved and appropriated for themselves such large 
salaries as to consume the entire income of the corporation and encroach 
upon its capital assets. Obviously this policy, if continued, would be 
injurious to the creditors and to the remaining stockholders. It was only 
stopped when stockholders sought relief through legal action . 30 

Control may make leases or award contracts on extremely favorable 
terms to companies in which the control group has a greater financial 
interest. A classic instance of this involved the Shepaug Company, a 
short-line Connecticut railroad . 31 A small group of associates acquired a 
substantial interest in the railroad company. They then established a 
voting trust to solidify control. Thereupon they elected themselves 
directors and appointed themselves officers. Definitely in control, they 
awarded railroad construction contracts to a company also under their 


29 For a more detailed statement^ of the various segments of interest in a corpo- 
ration, see R. A. Gordon, “Financial Control of Large-Scale Enterprise,” American 
Economic Review , Papers and Proceedings , Vol. XXIX, No. 1 (March, 1939), 
pp. 88-90. See also P. M. O’Leary, Corporate Enterprise in Modem Economic Life 
(New York and London, Harper and Brothers, 1933), Chaps. 3-6. 

80 Decatur Mineral Land Company v. Palm, 113 Alabama Reports 631 (1896). 
Cited by William H. Spencer, Casebook of Law and Business (New York and 
London, McGraw-Hill Book Company, 1939), pp. 574-580. 

81 Bostwick v. Chapman; Starbuck v. Mercantile Trust Company, 60 Conn. 553 
( 1890 ). 
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personal control, on terms they knew were oppressive and injurious to 
the railroad company and its shareholders. Though this voting trust 
involved a majority control rather than a minority, it demonstrates 
admirably what may be done in either case. A stockholder complaint 
and legal suit fortunately restrained the culprits. The court voided the 
questionable contracts and permanently enjoined any further action to 
execute them. 

By its influence over a docile directorate, a control group may ma- 
nipulate the distribution of earnings in such a fashion as to divert 
earnings entirely from certain classes of stock. Or control may not go 
quite so far, but far enough, however, to allow one class of stock to 
participate unfairly in the corporation’s earnings. The practice is fa- 
cilitated by the general lethargy of the stockholders; by the bewildering 
variety of stocks with varying powers and participation rights which 
some corporations issue under our liberal incorporation laws; and by the 
complete and absolute powers which corporate charters under some state 
laws grant to boards of directors. Inequitable treatment is possible 
where the corporate capital structure includes non-cumulative preferred 
stock and the minority control, holding a substantial interest in the com- 
mon stock, insists that the directors pay no dividends from the current 
year’s earnings or from earned surplus. The holders of non-cumulative 
preferred stock then lose forever the dividends due them for that year. 
In the following year dividends may be declared for both classes of 
stock. The preferred, however, would get only the fixed rate for the 
current year, whereas the common stockholders would benefit from all 
the undeclared dividends of the previous year as well as participate in 
the earnings of the current year . 32 It is the rule rather than the ex- 
ception that non-cumulative dividends are seldom paid unless payment 
is necessitated by the desire to declare dividends on common stock . 38 

The power to injure the majority which circumstances may place in 
the hands of a minority interest is suggested by a recent case of de- 
ception by a predominant minority stockholder . 34 In this instance, in 

82 An example may be of value to the student. Assume that a corporation 
has outstanding $2,000,000 in 6% non-cumulative preferred stock and 50,000 shares 
of common (par value $100). Assume also that the earnings of the current year 
available for distribution are $700,000. The preferred stock should get $120,000 
and the common stock $580,000, or $11.60 per share. All dividends, however, are 
passed. The following year the corporation’s earnings again reach $700,000. The 
total available for dividends is now $1,400,000. The directors declare a dividend 
and distribute all the earnings. The non-cumulative preferred stock gets but $120,- 
000 and the common stock gets $1,280,000. It is obvious that the $120,000 which 
the preferred stockholders should have received in the previous year is in the 
current year being distributed to the common stockholders. 

88 Graham and Dodd, op. cit., p. 171. 

84 Securities and Exchange Commission, Fourth Annual Report (Washington, 
D. C., U. S. Government Printing Office, 1938), pp. 69-70. 
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the solicitation of proxies, he asked for stockholder approval of a con- 
tract which would pay him a substantial salary as president of the 
corporation, for ratification of the corporation’s purchases of its own 
common stock, and for approval of an arrangement which would permit 
him to purchase stock in the corporation at a price substantially under 
the market price. He did not inform the other stockholders that he 
was a dominant stockholder. Neither did he tell them that the other 
directors on the board held no stock in the corporation, and that hence 
he was practically free to dictate the terms of the contract. Further- 
more, he did not inform the stockholders that the shares purchased by 
the corporation were at private sales at prices sometimes as high as $20.00 
per share above the market price at the time of purchase. Fortunately 
for the stockholders, public authority forced the disclosure of the full 
facts. 

While lack of interest of the majority of shareholders may be blamed in 
allowing these minority abuses, the situation should not be dismissed 
so easily. Short of monopoly, there has been strong public support of 
large-scale enterprise. Capital has been sought from the savings of small 
investors whose major interests lie elsewhere than in the actual business 
operation of the corporation in which they hold a small equity. The 
average small investor is mainly interested in income from his invest- 
ment. His confidence in corporate industry may be severely shaken by 
, the manifest ability of a minority interest to further its own welfare at 
his expense. 

On the other hand, while it is true that a strong minority interest may 
use its control in undesirable ways, it is likewise a fact that it may serve 
to protect the rank and file of shareholders from exploitation from other 
sources by its alertness and vigorous action. The well-known struggle 
between John D. Rockefeller, Jr., who held a strong minority interest 
in the Standard Oil Company, and the Company’s Chairman of the 
Board, Colonel Robert Stewart, is a good example of the protective 
nature of a dominant minority interest. 

The incident originated from an investigation by the United States 
Senate of the Teapot Dome oil scandals involving leases made by gov- 
ernment officials with oil companies during the Harding administration. 
Incidental to the main investigation, the affairs of the Continental Trad- 
ing Company, a Canadian concern, were investigated. Though the 
Trading Company was not connected with the lease scandals, the in- 
vestigation revealed that this company was operated by some officials of 
the Prairie Oil & Gas Company and the Sinclair Crude Oil Purchasing 
Company, subsidiaries of the Standard Oil Company of Indiana. The 
Trading Company contracted to buy crude oil from a Texas oil company. 
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It then immediately resold it at a substantial profit per barrel to the 
two Standard of Indiana subsidiaries. 

Colonel Stewart was requested by the Senate Committee to testify 
concerning the affairs of the Trading Company which dealt with and 
had officers in common with his subsidiaries. Stewart at first refused 
but later complied. His uncooperative conduct before the Senate Com- 
mittee incurred the displeasure and the open disapproval of Rockefeller, 
who sought unsuccessfully in 1928 to deprive the Colonel of his seat 
on the board of directors of the Standard of Indiana. Later Mr. Rocke- 
feller requested Colonel Stewart to resign. Stewart refused, whereupon 
Rockefeller launched an intensive campaign to gather enough proxies to 
defeat Colonel Stewart at the 1929 annual meeting of the Standard of 
Indiana. 

At Rockefeller expense, Winthrop Aldrich, prominent New York 
banker and member of the Rockefeller proxy committee, sent a seventy- 
two-page letter to all the stockholders of Standard of Indiana, stating 
the Rockefeller case. In this letter, among other things, reasons were 
given why Colonel Stewart was no longer qualified to remain in his 
position of trust as Chairman of the company’s board of directors. The 
Colonel had failed to use his power as chief executive to prevent certain 
officials in subsidiaries of the Standard from participating in and per- 
sonally profiting from contracts made by these subsidiaries with the 
Trading Company, in which they also had a definite interest. 35 Further- 
more, even though he was acquitted of Senate charges of perjured testi- 
mony and contempt, the Colonel’s actions and attitude toward his Com- 
pany, the public, and public authority destroyed stockholder confidence. 

Supported by his fellow-directors, Colonel Stewart fought the Rocke- 
feller challenge vigorously. About a month prior to the annual meeting, 
the directors declared a 50 per cent stock dividend and an extra cash 
dividend of fifty cents in addition to the regular quarterly dividend of 
sixty-two and a half cents per share. The extra cash dividend was 
larger than any preceding extra dividend by 100 per cent. Furthermore, 
the directors voted that the additional stock (of the stock dividend) 
was to receive the extra and the regular quarterly cash dividend. In 
other ways the directors also worked hard to procure stockholder proxies 
and support for Colonel Stewart. 

When the annual meeting was held in the huge auditorium at Whiting, 
Indiana, it was found that Mr. Rockefeller was the victor. He had pro- 


86 In its short life the Continental Trading Company made more than $8,000,000 
from its venture without capital or risk and with little effort. The company records 
were then destroyed and its officials departed to foreign lands to escape inter- 
rogation. For fuller details, see Mammoth Oil Co. v. U. S., 275 U. S. 47-51 (1927). 
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cured the votes of 5,510,313 shares of stock, representing 15,204 indi- 
viduals. Colonel Stewart had 2,954,963 shares, which represented 31,- 
337 owners. Over 7,648,000 shares were represented by proxy and about 
817,000 shares by holders who personally attended the meeting. Less 
than 10 per cent of the shares outstanding were without any representa- 
tion either by person or by proxy. 

Another instance of a minority interest offering protection to a scat- 
tered majority occurred during the First World War. In this case a 
minority voting trust had been formed. Its purpose was to hinder 
German agents who were intent on buying up the stock of a company 
manufacturing submarines for the British navy. 36 The obvious object 
of German stock ownership was to interfere with the American company’s 
policies and production program as soon as they got control of sufficient 
shares to become a real power in corporate meetings. The results would 
have been bad not only for the British but also for the stockholders of 
the corporation. 

The foregoing illustrations serve to show how control — and in these 
instances, minority control — may be exercised for evil or for good pur- 
poses. It is apparent, however, that the law cannot prohibit control. 
It must always be present in some form. Consequently, protection from 
abuses of control must be devised if it is not already available. 

PROTECTIONS AVAILABLE TO THE WIDELY SCATTERED 
HOLDINGS OF THE MAJORITY STOCK 

At the present time there are several direct protections offered to the 
scattered shareholders of a majority of the voting stock. In the first 
place, they are protected if the holders of a dominant minority interest 
are blessed with a high sense of moral values. Secondly, protection is 
present when the probabilities are large that injury to the dominant 
shareholder’s investment in the company may exceed in amount any 
monetary gains which might accrue frpm the dominant interests’ un- 
ethical conduct or illegal action. Thirdly, protection and relief may al- 
ways be sought through the courts to control dominant group actions 
which may be injurious to the corporation as a whole and hence in- 
jurious to the complaining stockholder group. 37 


86 Frost v . Carse, 91 N. J. Eq., 124, 108 Atl. 642 (1919). This voting trust was 
protested as illegal. The New Jersey Court of Errors and Appeals upheld the 
arrangement in this instance. The attitude of state courts toward this type of 
voting trust is divided. See Bergerman, op. cit., pp. 469-463. 

87 Courts are not likely to interfere in matters involving managerial judgment. 
In cases involving fraud, ultra vires acts, and intentional inequities, the courts will 
act to relieve complainants. 
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This latter protection is recognized in the doctrine of the dominant 
shareholder. The law does not dispute or forbid the power of control, 
but it does place some checks on it. The courts have recognized the 
right of shareholders to combine to get an outright majority of the total 
potential voting shares or to get a minority “working” control in 
order to direct a corporation’s policies and development. And the 
courts recognize the right of a single stockholder to do likewise. On 
the other hand, the courts have not been willing to allow a control group 
complete freedom in wielding its powers. Directors are expected to act 
freely and independently in the best interests of the corporation, and 
not solely for the interests of the particular group that placed them in 
office. As a judge in the United States Circuit Court of Appeals, William 
Howard Taft clearly enunciated the doctrine of the dominant share- 
holder. Taft condemned contracts made by a dominant shareholder 
with his own company for his own profit. The validity of such con- 
tracts, however, must be questioned by the company’s other stockholders 
or bondholders or by the company itself . 38 Subsequent cases indicate 
that the courts not infrequently cut through form to substance. And 
where it is apparent that control is being improperly exercised by a 
dominant shareholder through dummy directors, the courts attempt to 
set matters right . 39 They place responsibility where it rightfully be- 
longs. 

Although these protections are valuable, they are insufficient. There 
is need for the removal of or restrictions on the special legal aids to 
minority control, and for the elimination or control of those devices that 
magnify it. 

Methods To Curtail the Control of Minority Interests 

The use of weighted or multiple voting stock should be restricted. If 
used at all, weighted voting power should be permitted only for a 
definite and well-publicized purpose. For example, its use might be 
restricted to contingencies which clearly threaten the rights and expecta- 
tions of preferred stockholders. In such circumstances, since common 
stocks of a corporation exceed in number the outstanding preferred 
shares, the preferred stockholders could more adequately protect their 
particular interests. And the arrangement is excusable, perhaps, when 
used temporarily by investment bankers to retain control of a new 
corporation until it has demonstrated its ability to stand on its own 


88 Central Trust Company v. Bridges, 57 Fed. 753, 766 (1893). In this instance 
the dominant stockholder held a majority of the voting stock. 

99 For a more extended development, see Berle and Means, op. cit., pp. 235-238. 



92 


MINORITY CONTROL 


feet. Always, however, the arrangement and its purpose should be 
clearly set forth and limited to a reasonable period of time. 

The voting trust has sufficient merit to warrant its continued use in 
industrial corporate finance. It should be strictly limited in time, as 
is the case under present state laws -permitting its use, and renewal 
should not be made easy. The holders of voting trust certificates should 
always retain the power to vote on the renewal of the trust. Further- 
more, the trust should publicly acknowledge its responsibility for man- 
agement of the corporation. Where promoters and bankers use the 
device as a means to control a dominant minority interest in a new cor- 
poration, it is doubtful whether renewal of the trust should be permitted 
beyond the first contract period. 

Stockholders should never be completely deprived of their right to 
vote at corporate meetings. The complete loss of voting rights is as un- 
desirable in the economic sphere as in the political. The transfer of the 
right temporarily should be sufficient to permit flexibility in corporate 
finance, as is the case in proxy voting and in the use of the voting trust. 

It is encouraging to note that, despite the fact that many state in- 
corporation laws permit the issue of non-voting stock and courts have 
declared that its issue is not contrary to public policy , 40 our leading 
security exchanges, the New York Stock and the New York Curb, have 
takei) a stand against non-voting stock. They deny listing privileges to 
new issues of common stock without voting rights . 41 And, among the 
states, Illinois has set a good example by an express grant of voting 
rights to stockholders. Corporations chartered in Illinois cannot deprive 
their stockholders of these rights . 42 

SUMMARY AND CONCLUSIONS 

The position of the minority interest in our modern corporation has 
shifted considerably in the last three or four decades. The problem of 
protections for minority interests from the actions of the majority have 
been superseded by the problem of protection for the widely scattered 
majority. 

Minority control has sprung from a combination of circumstances. 
The increasing size of corporations has scattered shares of stock widely 
among many shareholders. A very large proportion of these shafe- 

40 See A. S. Dewing, op. cit. (fourth edition), Vol. I, p. 129, citing the following 
state court cases: St. Regis Candies, Inc., v. Hovas, 117 Texas 313 (1Q28); and 
Smith v. San Francisco, etc., R. R., 115 Cal. 584, 606 (1897). 

41 lJerle and Means, op. cit., p. 76. 

42 United States Corporation Manual (42nd edition, New York, U. S. Corpora- 
tion Company, 1941), pp. 552-554. 
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holders are either unable or unwilling to take an active interest in the 
affairs of their corporations. Consequently their voting power is not 
represented at corporate meetings, or it is entrusted through proxies to 
the control group which elects a “cooperative” directorate. Furthermore, 
certain artificial devices, such as weighted or multiple voting stock and 
the voting trust, have been utilized by minority ownership interests to 
assume control. And often power is magnified by means of non-voting 
shares and the holding company device. 

Although they need not, the results of minority control may prove 
unfortunate for the scattered mass of stockholders. On the other hand, 
the presence of a strong minority may insure the small holders of 
widely dispersed shares against injuries contemplated by unethical 
management. This protection may spring from the honesty and integrity 
of the minority or from its own interests in the corporation. And, of 
course, courts of equity arc available to protect stockholders who may 
be harmed through injuries inflicted on the corporation by a control 
group. 

These protections do not appear to be sufficient. At times minority 
interests can and do take unfair advantage of their power to control 
corporate affairs. The temptation to exploit the weaknesses of others 
is often too great to resist. Since the temptations cannot be removed by 
simply calling upon control interests to assume greater responsibility for 
the welfare of the widely dispersed and impotent holders of corporate 
stock, the sensible procedure is to remove or restrict the use of those 
devices which aid or magnify the powers of the minority control interest. 
The organized stock exchanges have already taken a progressive step by 
refusing to list new issues of non-voting stock. And at least one state, 
Illinois, has shown itself to be equally enlightened. 

The corporation is an important institution in a highly industrialized 
and complex economic society. Its usefulness must not be impaired by 
abuses which severely shake the confidence of small savers in the desira- 
bility of saving and investment in corporation securities. The effects are 
particularly bad when exploitation of the many is accomplished by a 
few in power. 
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NATURE AND PREVALENCE OF MANAGEMENT CONTROL 

The recent Securities and Exchange Commission study reveals that 
about sixty of our two hundred largest non-financial corporations have 
such a wide dispersion of ownership that no owner or small group of owners 
is able to exercise control by virtue of voting strength . 1 Barring a few 
exceptions, control lies in the hands of the managerial group, that is, the 
board of directors and the principal officers of each of these corporations . 2 

Among the companies where no definite ownership control is to be 
found are many of America's leading business organizations. In the 
segment of industry classified as the utility field there are, for example, 
the American Telephone and Telegraph Company and the Consolidated 
Edison Company of New York, Inc.; in railroads, notably the Pennsyl- 
vania, the Southern Pacific, the Union Pacific, and the Atchison, Topeka 
and Santa Fe; in mining, the Anaconda Copper Mining Company; in 
manufacture, Bethlehem Steel, United States Steel, Eastman Kodak, 
General Electric, Westinghouse Electric, Paramount Pictures, Goodyear 
Tire and Rubber, B. F. Goodrich, Radio Corporation of America, and 
the Union Carbide and (Carbon Corporation ; in merchandise distribution, 
Montgomery Ward and Company, Inc. It is interesting to note that 
more than half of the sixty companies are manufacturing concerns. Only 
a few are found in the publicly regulated utility fields. 

It has been customary to consider management as composed of two 
groups of individuals, the directors and the principal officers. The 
former, elected by the stockholders from the stockholder group and 

1 Securities and Exchange Commission, The Distribution of Ownership in the 200 
Largest Non-Financial Corporations (Washington, D. C., 1940), p. 79. 

2 The exceptions are certain railroad companies which are leased lines and are, 
therefore, under the control of the companies leasing them. In some instances, 
investment banking houses and trust companies exercise a considerable degree of 
influence, if not complete control, over policies even though their stockholdings are 
small. 
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serving usually without salary, formulate the broad general policies of 
the company. They appoint the corporation’s principal officers, who 
are to administer the daily affairs of the corporation in a manner con- 
sistent with the policies laid down by the directors. Periodically, in 
behalf of the stockholders, the directors examine the results of the 
company administration and approve or disapprove the acts of the 
principal officers. 

Where management control prevails, the situation departs quite 
radically from this customary arrangement. Actually the salaried of- 
ficers represent a major portion of the board of directors, in influence 
if not .always in numbers. In some directorates there are no stock- 
holders serving without some other official connection. 3 In some cases 
directors do not even hold stock in the corporation. In these instances 
we observe that both policy formation and the surveillance of admin- 
istration are performed by the same group of men. Such a management 
group is situated very much like that famous and' delightful character, 
Pooh-Bah, in the Gilbert and Sullivan operetta, “The Mikado.” It 
was Pooh-Bah who — at a salary — found it difficult to untangle himself 
from his many conflicting but consolidated functions as First Lord of 
the Treasury, Commander-in-Chief, Attorney-General, Chancellor of the 
Exchequer, Groom of the Back-Stairs, and so forth. After the fashion 
of Pooh-Bah, the management group often finds its position intriguing 
and profitable. 

PERPETUATION OF MANAGEMENT CONTROL 

The basic factors which permit perpetuation of management control 
are as follows: (1) the wide dispersion of stock ownership; (2) the 
docility and indifference of shareholders generally, especially if their 
dividends are received with some degree of regularity; (3) the expense 
involved if any stockholder seeks to organize opposition to oust manage- 
ment; (4) the strategic position of management in its control over the 
machinery by means of which votes are gathered, and (5) the changes 
in corporation laws and their application which have diluted the strength 
of the stockholders. 

As previously stated elsewhere, when corporations were very much 
smaller, and their capital structures were simpler, stockholders were more 
intimately associated with corporate control. Shareholding meant an 

8 In 1934 this was true of the American Tobacco, Liggett & Myers Tobacco, and 
the R. J. Reynolds Tobacco Companies. All of their directors in that year held 
official positions in their respective corporations. Cf. National Recovery Admin- 
istration, Division of Review, The Tobacco Study (Washington, D. C., 1936), 
p. 14. 
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active ownership interest, an intimate participation in the ultimate direc- 
tion of corporate affairs through a controlled management. The share- 
holder guarded his relative position. At an early date the courts, under 
common law interpretation, protected the shareholder by recognizing his 
right of preemption . 4 According to this doctrine, it will be recalled, 
every shareholder in a corporation had a right to maintain his pro rata 
share of control or voting power and his pro rata share in corporate 
assets. r He could participate in additional issues of stock on a basis 
determined by the ratio of his present holdings to the total number of 
shares outstanding. As a holder of a particular class of stock, his posi- 
tion in the corporation was seldom disturbed except by his own consent. 

Consequently the stockholder had more lively and definite interests in 
his corporation. He expected, and in fact, he demanded that the corpo- 
ration’s management operate the company so as to earn the highest 
possible profit without undue risk of its assets. He insisted that the 
management distribute profits equitably among the limited classes of 
stock according to their charter status. If profits were retained in the 
business, the amount must not exceed the needs of sane expansion and 
the maintenance of adequate reserves to stabilize dividend payments and 
to meet contingencies. And finally, he expected that his stock would 
be kept easily saleable at a price which reflected fairly its present earning 
power and future expectations . 5 His more intimate knowledge of his 
corporation’s affairs, moreover, gave him a clearer idea of what would 
be a fair market price. 

While it is true that shareholders still retain these fundamental in- 
terests, it is* likewise true that their power to realize them by their 
own actions has waned appreciably. Dilution of their power has pro- 
ceeded as the corporate organization has attained greater and greater 
size. The search for corporate capital has scattered ownership far and 
wide in relatively small amounts. The significance of any single share- 
holder has declined, and he has become docile and indifferent. Even 
if he had not, the expense of battling with management is beyond the 
financial capacity of an ordinary shareholder. Only a Rockefeller can 
wage a successful struggle against an arbitrary management fortified 
with a strong corporate treasury . 6 

The position of the shareholder is weakened further by the strategic 
position of management in its control of the machinery by means of which 
proxy votes are gathered. The management group appoints the proxy 
committee, subservient to management, to prepare a proxy statement to 
be sent at company expense to shareholders with voting rights. Many 

4 Gray v . Portland Bank, 3 Massachusetts 363 (1807). 

6 Cf. Berle and Means, op. cit., p. 121, 

•See above, pp. 88-90. 
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shareholders ignore the proxies and, moreover, do not attend the stock- 
holder meetings. Others sign them obediently and thus turn their vot- 
ing power over to those who are sure to approve reelection of the 
present directorate. Until recently there has been little public regulation 
of the information contained in proxy forms or public supervision over 
proxy solicitation. Frequently shareholders have granted voting powers 
all too blindly . 7 

Under pressure of corporate management and corporate legal counsel, 
shareholder strength has been diluted greatly by certain changes .in cor- 
poration statutes. In part this has been hastened by the necessities of 
finance problems; in part, by the desires of management to have a free 
hand. 

The old common law right of preemption has become but a shadow 
of its former self . 8 Under the corporation statutes of some states 
it may be, if so provided in the corporate charter, either waived entirely 
or limited greatly . 9 Furthermore, where a corporation is acquiring new 
properties, it need no longer offer new stock for sale, first to its share- 
holders and then, if necessary, to the public. Direct exchange of stock 
for property may be made without regard for preemptive rights. In 
addition, some courts have limited the right of preemption to those 
cases where the shareholders must approve a charter amendment to in- 
crease the corporation’s authorized stock. Thus limited, the exercise of 
the right may be easily avoided at the outset by petitioning the state 
for the authorization of many more shares than are likely to be issued 
when the corporation is first established. It is obvious that these methods 
of diluting ownership strengthen the control of management . 10 

In recent years another device has appeared in the form of the option 
warrant or stock purchase warrant . 11 This financial instrument entitles 
its possessor to purchase from the corporation at specified prices a stated 
number of shares of its authorized but unissued capital stock of any 


7 For companies whose securities' are listed on the organized exchanges the 
Securities and Exchange Commission now formulates rules and regulations relating 
to proxy solicitation. These regulations will be treated in a later chapter. 

8 It may be argued that this common law doctrine was pronounced when rarely 
more than one type of stock was issued and that present-day corporate structures 
practically preclude its application. If one accepts the complicated corporate struc- 
ture as desirable and necessary, the validity of this argument must be recognized. 
On the other hand, there are those who believe corporate capital structures are 
unnecessarily complex. 

9 Cf . R. C. Larcom, The Delaware Corporation (Baltimore, Md., The Johns 
Hopkins Press, 1937), pp. 35, 40. See also Berle and Means, op. cit. f p. 146. 

10 For a number of cases where management undertook deliberately to wrest 
power from shareholders by ignoring preemptive rights, see H. S. Drinker, Jr., 
“The Preemptive Rights of Shareholders to Subscribe to New Shares,” Harvard 
Law Review, Vol. XLIII (1930), p. 599, note 34. 

11 36 Delaware Laws, 1929, Chap. 135, Sec. 6. 
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class or classes whenever he sees fit to exercise his option. Not infre- 
quently the right is unlimited in its duration. Under the Delaware 
laws, for example, corporate directors are given wide latitude in the use 
of this instrument. While the arrangements for stock warrants may be 
definitely stated in the certificate of incorporation, they need not be. 
The various provisions relating to the amount, the time of issue, limita- 
tions as to duration, price and so forth may be determined in a resolution 
adopted by the corporation’s board of directors. In either case, the 
rank and file of shareholders are unlikely to be aware of the situation 
which permits the issuance of an instrument that is basically opposed to 
their best interests . 12 

Under some state laws, corporate capital structures are no longer fixed. 
Relations between various groups of shareholders are subject to change 
without great difficulty. This is accomplished by including in the char- 
ter the power to amend the corporate contract as it relates to rights, 
preferences, participations, etc. Successful accomplishment, to be sure, 
depends usually on the mobilization of a majority vote to validate any 
proposed change and on legal support by the courts in event the action 
is contested. On this matter, however, the courts are divided. Some 
maintain that the relations between classes of stocks are fixed in the 
charter and therefore are not subject to change. Others take a contrary 
view. In the main, however, the courts permit changes to be made pro- 
viding the results are beneficial to all parties involved, or, at least, are 
not injurious to any particular class of shareholders . 18 But until all 
courts follow this pattern of interpretation, or until state statutes are 
improved, shareholders in some corporations will be left in a state of 
uncertainty as to their future position in their respective corporations. 

Even more damaging to the shareholder’s fixed position in the corpo- 
rate structure are the provisions in state statutes which allow corpora- 
tions to be set up with “blank” stock . 14 Stock is authorized, but its 
voting powers, preferences, participations, and other rights are not in- 
dicated in the certificate of incorporation. Rather, the power is given 
to the directorate to determine these matters by resolution. A corpo- 
ration, for example, may issue common stock and authorize the issue of 
preferred stock, but leave it entirely to the directors to decide what rights 
and participations shall be attached to the preferred stock when it is 
issued. In these circumstances, with so much depending on the action 
of the directors, those who buy the common shares take considerable 

12 Cf. Graham and Dodd, op. tit., pp. 644-647. 

12 Yoakum v . Providence Biltmore Hotel Co. et al, 34 Fed. (2nd) 533, 547 (1929); 
Berle and Means, op. tit., p. 150. 

14 Rev. Code of Delaware, Chap. 65, Par. 13 (as amended by the Act of March 
22 , 1929 ). 
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risk . 16 It is apparent that, if necessary, management control may use 
this power to perpetuate or strengthen its own position. 

It is. apparent that the basic factors which serve to perpetuate man- 
agement control, buttressed as they are by artificial devices used to 
dilute or vitiate ownership power, have left shareholders in a greatly 
changed position. Their interests have become expectations dependent 
largely on the decisions of the management group. Their attention has 
drifted to the securities markets and the daily price quotations. Their 
position approaches that of creditors — bondholders — without the cred- 
itors’ protections. Without control, without knowledge, without abiding 
interest in corporate affairs, shareholders may be exploited easily by 
unscrupulous management. 


THE DANGERS OF MANAGEMENT CONTROL 

Where management is the master of the corporation, management and 
stockholder interests may conflict. Management may wish to pay itself 
larger compensation than it deserves. It may desire to increase the 
size of the enterprise in order to acquire more prestige, power, and 
compensation when further increases in size are economically unjustified. 
It may accomplish this size objective by a niggardly dividend policy. 
To preserve its vested interest the management group may continue to 
operate a corporation when its affairs should be immediately wound up, 
either in part or entirely, in order to prevent or to minimize share- 
holder losses. Management may withhold from shareholders the in- 
formation which is rightly theirs, or it may delay the release of in- 
formation until the “insiders” have profited by it. 

Given these possibilities by which management can selfishly serve 
itself, together with the conditions which have separated ownership 
from control, we can see that a high sense of management ethics is 
about the only real protection stockholders have had in the past in our 
management-controlled corporations. This is especially true where di- 
rectors and officers are identical groups, for in this circumstance there 
is no adequate system of checks and balances to insure the interests of 
shareholders. Need for new capital and fear of litigation have been 
deterrents, to be sure, but it is questionable whether either has been, 
in particular cases, a very important factor in forestalling abuse. The 
investing public soon forgets, and litigation is more remedial than pre- 
ventive. 


t ^A. A. Berle, "Investors and the Revised Delaware Corporation Act,” Columbia 
Law Review , Vol. XXIX (1929), pp. 563, 589 (1929). 
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Management Compensation and Stockholder Interest 

It has only been within the last decade that detailed information has 
been made available regarding the compensation received by the man- 
agement of large corporations. Heretofore, compensation policies and 
practices were not matters of open discussion even in the annual meetings 
of stockholders, the legal owners. 16 But occasionally there came to light 
through court cases some facts that caused stockholders and the public in 
general to wonder at the ethics of business leaders. Sometimes income 
tax cases exposed the true state of affairs. 17 In other instances the facts 
were disclosed because certain stockholders objected to what seemed to 
them to be excessive compensation payments to management. 18 

In the case of the Botany Worsted Mills, for example, each of the 
directors was an executive officer or manager of a department within 
the organization. For this each received annually a modest $9000 
salary. In addition they participated in the distribution of the net 
profits. This latter arrangement went through several changes, but 
from 1908 to 1917 the director-officers received 30.08 per cent of the 
annual net profits. From the very beginning (1890), under the by-laws 
of the company, the board determined the total amount of profits and 
the aggregate amount payable to the directorate. Until 1917 the high- 
est annual amount the board members paid themselves, exclusive of 
salaries, was $693,617. In 1917 they increased their compensation to 
$1,565,739 in addition to the $90,000 total salary outlay. Each of the 
ten directors received about $165,000 annually. 

The Federal Government protested against this entire amount being 
regarded as an ordinary and necessary expense of management. It 
generously allowed slightly over $782,000 as a fair extra compensation. 
This amount, incidentally, exceeded by $100,000 any previous payments 
to the Botany Mills management. The Supreme Court in upholding 
the claims of the Federal government stated: 19 

... it is clear that extraordinary, unusual and extravagant amounts paid by a 
corporation to its officers in the guise and form of compensation for their 
services, but having no substantial relation to the measure of their services and 
being utterly disproportional to their values, are not in reality payment for 
services, and cannot be regarded as “ordinary and necessary expenses” within 


ie John C. Baker, Executive Salaries and Bonus Plans (New York and London, 
McGraw-Hill Book Company, 1938), p. 1. 

17 Sep U. S. u. Philadelphia Knitting Mills Co., 273 Fed. 657 (1921); Botany 
Worsted Mills v. U. S., 278 U. S. 282 (1929). 

18 For example, Heublein v. Wight, 227 Fed. 667 (1915), 238 Fed. 321 (1916); 
Rogers v. Hill, 289 U. S. 582 (1933) ; Rogers v. Guaranty Trust Co., 60 Fed. (2nd) 
114 (1932). 

10 Botany Worsted Mills v. U. S., 278 U. S. 292 (1929). 
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the meaning of the section (Par. 12a, Revenue Act of 1916); and that such 
amounts do not become part of the “ordinary and necessary expenses” merely 
because the payments are made in accordance with the agreement between the 
corporation and its officers. 

Although, in this case, there was no stockholder protest against the 
payment of these sums as executive compensation, it is clear that the 
Court felt that the executives were overpaid by about $780^000. Since 
this excess was considered taxable income instead of expense, it belonged 
really to the shareholders. 

For many years the leading manufacturers of tobacco products, such 
as the American Tobacco, Liggett & Myers, and R. J. Reynolds Compa- 
nies, have used salary and bonus schemes for the payment of their 
chief executives.- 0 The details concerning the American Tobacco Com- 
pany were brought to light in court by a stockholder protest. 21 In 1912, 
the stockholders, presumably acting in good faith and according to their 
best judgment, approved a management compensation plan whereby the 
president and vice-presidents of the Company were to receive 10 per 
cent of the annual earnings in excess of $11,369,000. 22 The 10 per cent 
was to be divided according to plan, i.e., 2]/o per cent to the president 
and the remaining 7V*> per cent to the several vice-presidents. The in- 
creasing prosperity of the American Tobacco Company brought its chief 
executives handsome returns. Their peak was reached in 1930, when 
President G. W. Hill received $168,000 in salary, $243,470 in cash credits, 
and $842,508 as a bonus. 23 The vice-presidents also fared very 'vyell, 
with total compensation during the year exceeding $500,000 each. The 
bonus payments in 1930 were twice as large as in 1929. 

Regardless of the apparent regularity of the arrangement, the Supreme 
Court maintained that, against the protest of a shareholder, a rule or 
by-law cannot be used to justify payments of sums as salaries so large 
as to amount to spoliation or waste of corporate property. It cited 
with approval the dissenting opinion of Judge Swan of the Circuit 
Court of Appeals, in which he said: “If the bonus payment has no rela- 
tion to the value of services for which it is given, it is in reality a gift 
in part, and the majority of the shareholders have no power to give 
away corporate property against the protest of the minority.” 24 As 


20 See Reavis Cox, Competition in the American Tobacco Industry (New York, 
Columbia University Press, 1933), pp. 305-311. 

21 Rogers v. Hill, 289 U. S. 582 (1933). It is interesting to note that a stock- 
holder suit along similar lines is now in process against G. W. Hill, President of 
the American Tobacco Company, in the New York State courts. 

' 22 Cox, op. cit., p. 309. 

28 289 U. S. 582, 585, note 2. 

24 Rogers v . Hill, 60 Fed. (2nd) 109, 113. 
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a result of this case the company entered into a new plan of “incentive 
compensation” for its officers in 1933. 

Management has sometimes operated compensation schemes without 
revealing the details to the stockholders. 25 This was illustrated in a 
minority stockholder suit in 1931 against the officers and directors of 
the Bethlehem Steel Company. The shareholders sought to compel an 
accounting of bonus payments and a refund to shareholders in event the 
amounts paid out were deemed excessive. The facts revealed that, over 
a twenty-year period, about $36,000,000 had been paid in bonuses with- 
out stockholder approval. The sums paid up to 1928 were equal to 
approximately 80 per cent of the dividends paid to shareholders. Be- 
tween 1925 and 1928 the common stockholders received no dividends 
at all, due to the directors’ expansion policy, whereas the chief executives 
received $6,800,524 in bonuses. Slightly less than half this amount 
went to Eugene Grace, President of the Company. 26 It was also re- 
vealed that, between 1918 and 1930, Mr. Grace received an average 
annual bonus of $814,993 in addition to his salary of $12,000. 27 

Settlement of the suit was accomplished out of court. Mr. Charles 
M. Schwab, Chairman of the Board, succeeded in placating the dis- 
turbed shareholders. They agreed to a new plan in which the executive 
officers and officer-directors were to receive higher salaries and continued 
participation in earnings, though on a slightly lower scale. In the 
future the directors’ annual report to the shareholders was to specify 
the total compensation paid to management. This plan was modified 
later, and the rate of management participation in profits was again 
lowered. Despite the changes, the Bethlehem Steel management receives 
generous annual compensation. 28 

Not infrequently management benefits by allotment of purchase war- 
rants or options to buy unissued stock at prices below the market quota- 
tion. The American Tobacco Company utilized such an arrangement, 
and options of great value were given to various officers. President G. 
W. Hill, for example, was allotted options on 32,370 of the 56,712 shares 
in the first distribution made under his company’s plan. Mr. Hill had 
the privilege of buying shares at $25.00 each. At the time of distribution 
of the options the market price for the shares was $112.00. In other 

26 In the steel industry a number of corporations had bonus plans. Very few 
had been approved by stockholders, and information to stockholders about them 
had been very scanty. Cf. Baker, op, cit., p. 155. 

26 The New York Times, March 21, 1931, p. 27. 

27 The New York Times , March 4, 1931, p. 23. Full details about the bonuses 
paid each year to each of the twenty-one participating executives are given in 
this account. 

28 See Standard Statistics, Individual Corporation Descriptions, Vol. I, No. 14, 
revised May 24, 1940, p. 12; Securities and Exchange Commission, Selected Informa- 
tion Reports, No. 1, Steel Producers, New Yprk, 1938, Table xiv, p. 01. 
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words, the differential meant millions of dollars to Mr. Hill and a con- 
siderable dilution of the stock values to shareholders . 20 In the case 
of the Electric Bond and Share Company, not only was management 
permitted to buy stock at a price far below the market, but later when 
the market price dropped below the subscription price, the officers were 
not compelled to pay for their subscribed shares. Such sums as they 
had paid in were returned to them . 30 Beyond a doubt such privileges 
are unfair, though unfortunately they are not illegal. Under some state 
statutes directors may not only have the sole power to issue such war- 
rants, but may also be unrestricted by any controls . 31 In corporation^ 
where the managerial group may exercise these privileges unrestrained, 
shareholders obviously are at a great disadvantage. Not only are their 
stock values lessened, but their pro rata control, little as it may be, is 
further diluted. 


Business Expansion and Management — Stockholders' Interests 

Management’s unrestrained control over corporate dividend policy 
may lead to unwise business expansion . 32 This may prove to be merely 
poor judgment on the part of the director-officers, or it may be impelled 
by greedy motives. In the latter case management expects to enjoy 
greater prestige, power, and higher compensation as the size of the 
enterprise increases . 33 Compensation does seem to be affected by the 
size of the corporation, as measured by assets. Irrespective of earnings, 
the larger companies generally pay higher total compensation to officers 
than do the smaller companies . 34 

While reinvestment may lead to greater business volume for an enter- 
prise, it does not necessarily follow that the increased business will add 
more than proportionately or even proportionately to its earning power. 
A vital factor in the outcome is the connection between the present size 
of the enterprise and the optimum size in that particular industry under 

29 Q j “The American Tobacco Company Bonus Plans/’ Notes, Harvard Law 
Review, Vol. XLVI (March, 1933), pp. 829-830. It is obvious that by exercising 
the stock warrants additional shares are issued, and they share in future earnings 
and have a pro rata share in assets if and when distributed. Consequently, other 
outstanding shares lose some of their value. As a matter of fact, the mere presence 
of stock purchase warrants may depress the price of issued shares even before the 
warrants are exercised. 

30 Graham and Dodd, op. cit., p. 598. 

31 See A. A. Berle, Jr., “Investors and the Revised Delaware Corporation Act,” 
Columbia Law Review, Vol. XXIX (1929), pp. 563, 570. 

32 For an excellent theoretical discussion of dividend policy and the expansion 
of business enterprise, see Norman S. Buchanan, The Economics oj [ Corporate 
Enterprise (New York, Henry Holt and Company, 1940), Chaps. 9 and'll. 

83 Cf. Graham and Dodd, op. cit., p. 378. 

84 Baker, op. cit., pp. 23S-239. 
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the existing demand conditions. Firms which are under the optimum 
size should expand if the opportunity is present, in order to take ad- 
vantage of the lowest possible unit costs of production and sales. On 
the other hand, firms which have already attained the optimum size 
certainly should not. Knowledge of this relation is probably not pro- 
found in many instances. Hence there is all the more reason that such 
information as is available should not be vitiated by management’s per- 
sonal motives. Perhaps the wiser course for management to follow, if 
it can lay aside personal interests, is to subject the question of ex- 
pansion to market analysis and investor judgment. In other words, 
expansion should be undertaken in the main by the sale of new issues in 
the market-place, rather than through reinvestment of earnings. While 
this might be somewhat more expensive in the short run, nevertheless, 
the combined judgment of less biassed individuals would doubtless 
reduce the ultimate cost to the firm and its shareholders and employees 
by protecting them against unwise expansion. 

Numerous studies have attempted to show the correlation of profits 
and the size factor in industry. 35 The Twentieth Century Fund study, 
covering the years 1931-1933, indicates that when the gauge of profitable- 
ness was the ratio of net income to net worth (capital, surplus, and 
undivided profits), or total profits to total investment (net worth plus 
borrowed capital), large corporations that made profits did so at lower 
rates t than smaller corporations. Likewise, larger corporations that 
realized losses experienced them at lower rates than smaller firms; thus 
the range between profits and losses was narrower in the larger than 
in the smaller corporations. When the profitable and unprofitable cor- 
porations were combined, the corporations in the giant class made the 
best showing. 86 It is also interesting to note that, despite the more 

85 R. C. Epstein, “Profits and the Size of the Firm in the Automobile Industry, 
1919—1927, ” American Economic Review , Vol. XXI (1931), pp. 636-647; H. B. Sum- 
mers, “A Comparison of Rates of Earning of Large-Scale and Small-Scale Industries,” 
Quarterly Journal of Economics , Vol. XLVI (1931-1932), pp. 465-479; R. T. Bowman, 
A Statistical Study of Profits (Philadelphia, Pa., University of Pennsylvania Press, 
1934); W. A. Paton, Corporate Profits as Shown by Audit Reports (New York, 
National Bureau of Economic Research, Inc., 1935) ; Twentieth Century Fund, Inc., 
Hqw Profitable Is Big Business? (New York, Twentieth Century Fund, Inc., 1937); 
W. L. Crum, Corporate Size and Earning Power (Cambridge, Mass., Harvard Uni- 
versity Press, 1939). 

88 Twentieth Century Fund, Inc., op, cit., p. 159; Crum, op. cit ., p. 335. Pro- 
fessor Crum’s study indicates that, considering all corporations, the larger the cor- 
poration the higher the rate of return, on the average, for the six-year period 
1931-1936. There is extreme variability in the rate of return, from the smallest 
size class to the largest. This variability is accounted for by the deficit corpora- 
tions, i.e., those experiencing losses. In the case of the income corporations, t.e., 
those showing a net profit, the rate of return does not vary greatly. Such varia- 
tions as there are indicate that the smaller corporations have a higher rate of 
retutti than do the larger ones. See Crum, op. cit., p. 32. 
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favorable showing of the larger corporations, the percentage of net in- 
come paid in dividends increased with the increasing size of the asset 
classes studied. 87 This seems to indicate a general awareness by directors 
of large corporations that persistent reinvestment may ultimately defeat 
its own purpose. 

When the problem is considered in terms of particular industries, 
however, the picture is less favorable to firms in the largest size class. 
A study of the automobile industry, covering the period 1919—1927 and 
including the greater part of the industry, reveals that in no year did 
the largest firm earn the highest profit on invested capital. Over the 
entire period the largest firm stood fifth in average earnings. The 
firm which consistently enjoyed the highest return was one which cor- 
responded closely to the median size in the industry. 38 In the steel in- 
dustry, data on the average cost of sales, net profit from operations, and 
net profit after the deduction of all charges indicate, for the four-year 
period 1934-1937, that the giant United States Steel Corporation with 
its two billion dollars of assets did not do as well as the average of 
twelve companies, including U. S. Steel, whose data were examined. 89 
Some of the smaller companies such as Bethlehem Steel, National Steel 
and Inland Steel, with assets ranging downward from seven hundred to 
one hundred million dollars, had better records. 

It is apparent from these various studies that the decision to expand 
is not a simple one to make, and it must be vexatious to all corporate 
managers save those who are very callous or expect to profit personally 
by corporate expansion. 


Business Liquidation and Management — Stockholders 1 Interests 

Management may also continue to operate a business when it should 
recommend that the shareholders consider a complete or a partial liquida- 
tion to avoid or minimize shareholder losses. Management may be re- 
luctant to do this, however, for at least three important reasons. Firstly, 
it knows that the property values of the enterprise will shrink con- 
siderably in the process of liquidation. Secondly, it may sincerely feel 
that the foundations of the business can be reconstructed and profit- 
making resumed. Or, thirdly, it may prefer to mark time, receive its 
wages of management as long as possible, and then abandon the venture 


87 Twentieth Century Fund, Inc., op. cit., p. 162. 

88 Epstein, op. cit., p. 639. In 1920 the median was $18,000,000; in 1927, $53,000,- 

000. The median average annual investment for the whole period was roughly 
$29,000,000. 

80 Securities and Exchange Commission, Selected Information Reports, Report No. 

1, Steel Producers (New York, 1938), Table V(a), p. 23, and Table XII, pp. 53-55. 
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to its fate when there is no other alternative. The fair method, how- 
ever, is to submit the problem to the shareholders. 

An excellent instance of proper procedure is illustrated by the actions 
of the management of the Hamilton Woolen Company. 40 The company 
had experienced operating losses which depressed the market value of 
its shares well below their probable liquidating values. Since continued 
losses might wipe out shareholder capital, the management outlined the 
situation, gave the arguments for and against continuation of the busi- 
ness, expressed its own opinion, and requested the shareholders to make 
the decision. The shareholders voted to continue operation under new 
leadership. Once more profits were realized. The market price of the 
shares rose above their liquidating value. After a few years, however, 
losses reappeared and stockholders had to face the old problem. On this 
occasion they voted to discontinue. The properties were sold and share- 
holders received $40.00 per share, which was exactly equal to the market 
high of 1929 and but $10 per share under the book value for 1933. 4X 

Management-Stockholder Market Relations 

The fountain-head of information concerning current success or failure 
is under the control of the corporate directors. They keep closed or 
turn the dividend spigot as their judgment dictates. The individual 
directors and leading officers are, therefore, always the first to know what 
the collective action of management is. Since the market value of 
shares responds to good or bad news concerning a company’s success 
or failure, it is obvious that management can profit in the market-place 
if it wishes to take advantage of its preferred position. The late Judge 
Gary, Chairman of the Board of the United States Steel Corporation, 
had a method to combat this temptation. He required the directors to 
remain in the board room after an announcement of dividend policy 
until the news had been transmitted to the stock exchanges. All corpo- 
rate director-officers, however, are not so restrained or so endowed with 
a sense of moral obligation. 

In the case of the General Asphalt Company, for example, two of the 
directors used their intimate knowledge of the plans and condition of 
their company in an attempt to profit personally in a stock exchange 
pool which they helped to organize. 42 Prior to the formation of the pool 
the company had paid no dividends on its common stock for some time. 

40 Graham and Dodd, op. cit,, pp. 603-609. 

41 For a sketch of the 'liquidation results, see Poor’s Industrial Manual, 1935, 
p. 3102. Book value is ordinarily computed by adding together all the tangible 
assets, subtracting all liabilities and stock issues ahead of the common stock, and 
then dividing the remainder by the number of common shares outstanding. 

42 Stock Exchange Practices, Senate Report No. 1455, 73rd Congress, 2nd Session 
p. 67. 
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It proposed, however, to simplify its capital structure and resume divi- 
dends. With this advance knowledge these directors, through the pool, 
bought up blocs of stock at an average price of $80.00 per share. By 
the time the stockholders had been informed of the simplification plan 
and the proposed resumption of dividends, the common stock had risen 
to $94.25 per share. For some time thereafter the company continued 
to pay dividends, even though current earnings did not hold up to 
dividend requirements. The pool participated heavily in these payments. 
Ultimately, however, it wound up with a net loss due to the effects of the 
market crash of October, 1929. 43 

Governmental investigation has disclosed other instances, notably 
Anaconda Copper, Fox Film, and Fox Theatres Corporation, where 
directors, officers, and principal stockholders have partaken of pool 
operations in the shares of their own companies. 44 While it may be true 
that these operations do not necessarily inflict harm on the particular 
corporations, they do injure particular shareholders who unwittingly 
dispose of their shares of stock. Furthermore, this violation of a rela- 
tionship between directors and shareholders, which is coming more and 
more to be considered fiduciary, brings into disrepute the useful corporate 
device. 

While management should not use its preferred position to profit in 
the market-place, it does not follow that it should not properly take 
a protective interest in the market price of its corporation’s shares. 
One of the main interests of shareholders lies in the marketability of 
their shares. Marketability includes not only a place to sell the shares 
readily, but also the ability to dispose of them at a fair price, that is, 
at a price which reflects the combined market judgment of the value 
of the shares as revealed by the true condition of the corporation. Not 
infrequently certain market forces establish unduly high or unduly low 
prices for a particular stock. When discrepancies of this sort are great 
and persistent, a frank statement of the facts by the management of 
the corporation would go far to rectify a condition dangerous to the 
shareholders. 46 

MANAGEMENT CONTROL AND SOME FUNDAMENTAL 

CHANGES 

The growth of management control and the abuses that have developed 
under it have centered attention on some fundamental changes not 

43 See testimony of John L. Weeks, Hearings Before the Committee on Banking 
and Currency, United States Senate, 72nd Congress, 1st Session, Stock Exchange 
Practices, Part II, pp. 541-642. 

44 Senate Report , No. 1455, p. 68. 

45 C/. Graham and Dodd, op. cit., pp. 601-603. 
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found to the same degree in the corporation problems discussed in earlier 
chapters. There we dealt with the dominance of particular ownership 
groups which have reached their position of control, or have had their 
powers magnified, by various convenient devices. In those instances 
certain groups of owners had final control o\er the corporation. They 
might also have been directors and officers, but the fact remains that 
they, as owners, had the power of decision over policies which affected 
their varied interests. Whether or not it paid them to sacrifice their 
ownership interests for their management or other personal interests, 
nevertheless they retained the ownership power to make the decision. 
In the case of management control, however, managers have no ownership 
interest, or have so little that ownership and ownership income as per- 
sonal determining factors in corporate business policy and administra- 
tion may be ignored. ' 

The passiveness of shareholders, accentuated by management’s un- 
willingness to render a full account of its stewardship, has brought about 
a complete separation of ownership from control. As we have already 
indicated, stockholders’ attention has been diverted largely to the market- 
place and daily quotations on their stocks. Knowledge of and interest 
in the underlying organized property values has been sadly lacking 
among corporate shareholders. In these circumstances officers have in 
many instances forgotten that they are employees working for the cor- 
poration. Rather, they have often worked largely for themselves. Di- 
rectors, whose primary legal duty is to serve in the best interests of the 
owners, in their dual capacity as officers and directors have overlooked 
their basic function. As managing officers they have encouraged the 
notion that shareholders are not entitled to all the profits of enterprise, 
a notion which as directors they should have discouraged. Too fre- 
quently they have ignored the interest of minor employees and the gen- 
eral public. In some of these large quasi-public corporations, manage- 
ment has acted as if it were a trusteeship solely for itself, as if it were 
a perpetual totalitarian business elite rather than a group of stewards 
working for the interests of stockholders, employees, and the general 
public. 

The changing emphasis on the functional nature of private property 
and profits, due to the separation of ownership and control, gives un- 
scrupulous management wherever it is present a personal interest in 
monopoly profits. The impelling reason for seeking complete monopoly 
in any field or for strengthening and expanding 1 the monopoly elements 
in any market area is no longer solely a matter of ownership reward. 
Rather, monopoly is sought in order to distribute a good share of 
monopoly gains among a few managers on the one hand, while reducing 
their managerial worries of competition on the other. 
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The development of management control and the appearance of 
opportunities for personal gain have made the ever-present problem of 
monopoly all the more difficult to handle. Where management control 
is found in railroad and public utility corporations, the problem is one 
of lesser degree than in the case of industrial corporations. For in 
the former fields we have accepted the wastefulness of competition as 
an inherent characteristic and have substituted the problems and social 
costs of public regulation for the problems and social costa of non- 
regulation. Under the special surveillance of state and Federal regulatory 
authorities, management has less chance, and therefore less incentive, 
to acquire for itself rewards over and above the competitive rate of 
return. In the case of industrial corporations, however, coming only 
under the general run of state and Federal anti-trust laws and supple- 
mentary legislation, management is subjected to less rigid controls. 
And the application of these controls is made more difficult as market 
policies are determined and executed by a small group of self-perpetuat- 
ing managers. At best the discovery and proof of overt acts in violation 
of anti-trust laws has been difficult. Under the conditions of manage- 
ment control in our large industrial corporations, where managements 
of competing corporations may cultivate close personal contacts with 
each other, it becomes even more difficult. In these circumstances, some 
management in the execution of its trusteeship is not likely to give full 
attention to the interest that the general public has in corporate enter- 
prise. Such public interest as is shown is likely to be incidental to the 
main interest, namely, the perpetuation of management’s welfare. 

RECENT TRENDS 

Fortunately, in recent years, the expansion of governmental regulation 
and a more critical public attitude has checked some phases of the 
growth of management’s indifference to interests other than its own. 
Some companies, notably General Mills and Johns-Manville, have been 
experimenting successfully with regional shareholders’ meetings follow- 
ing the regular annual meeting of the corporation. At these meetings, 
designed to stimulate shareholder interest, directors encourage questions 
about corporate problems and seek criticism of their broad business pol- 
icies. In other instances, company officials have repeatedly stated, as 
in the case of the American Telephone and Telegraph Company, that 
they are trustees not only of the shareholders but also of their employees 
and the general public . 46 To the extent that corporate management 


46 The mere fact that managements publicly acknowledge the breadth of their 
trusteeships is a social gain. Whether they fairly administer them is, of course, 
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seriously accepts the trusteeship of the many varied interests involved in 
corporate enterprise, great economic progress will have been made. In 
the role of risk-bearers, different classes of shareholders will be fairly 
treated and sufficiently well compensated so as to be willing to supply 
more capital when needed. Employees, including salaried managers, 
will be paid wages commensurate with the value of services rendered 
and will be assured greater security of employment. And the public 
will benefit as the recipient of goods and services of the highest quality, 
and lowest prices attainable under freely competitive conditions. It is 
obvious, however, that regardless of the type of corporate control ex- 
ercised, the reconciliation of these varied interests is at best a delicate 
task, subject to varying interpretations. Consequently the equitable- 
ness of the results will continue to cause wide differences of opinion. 
It is equally obvious that only the most socially enlightened groups are 
going to recognize these mutual self-interests. In these circumstances, 
therefore, legal protections are necessary, and they must extend beyond 
the uncertainties of privately initiated lawsuits. 


quite another matter. There is disagreement, for example, about the sincerity of 
the management of the American Telephone and Telegraph Company toward its 
trust. See U. S. Federal Communications Commission, Telephone Investigation , 
Proposed Report (Washington, D. C., U. S. Government Printing Office, 1938), 
Chap. 17, and N. R. Danielian, The A. T . & T.: A Story of Industrial Conquest 
(New York, The Vanguard Press, 1939), Chaps. 9 and 13. 



7 

The Holding Company 


MUMMAUVVtUVVVVWM\WVVVVMWWVVVVWmVVVWiVVUV^^ 


The holding company is a super-corporation. It is the drawstring by 
means of which other corporations, competing or non-competing, are 
gathered together through the purchase or exchange of securities. Since 
the demise of the illegal trustee device in the last decade of the nine- 
teenth century, the holding company has been the most effective method 
that corporation lawyers have invented to bring the properties of a 
number of corporations under a single control. The large holding com- 
pany is represented by such well-known organizations as the American 
Telephone and Telegraph Company, the United States Steel Corporation, 
the United Corporation, Sears, Roebuck, and Company, the Standard 
Oil Company of New Jersey, and the National Dairy Products Corpo- 
ration. 

There is no generally accepted definition of the holding company. To 
call it a corporation which holds stocks in other corporations is too 
broad a definition, since it would include any industrial or financial in- 
stitution which holds corporate securities primarily for investment rather 
than for control. Since the main purpose of a holding company is to 
exercise control over its subsidiaries, it must be so defined as to recognize 
the possibilities of a “working” control. Therefore, the holding com- 
pany shall be defined here as a corporation which, by virtue of its 
ownership of voting stock in one or more other corporations, is able to 
exercise control or material influence over the management of those 
corporations . 1 


TYPES OF HOLDING COMPANIES 

Though the holding companies found in our economic structure are 
essentially alike, they are variously classified. One method of classifica- 
tion is based on the amount of properties directly owned by the holding 

1 C/. Guthmann and Dougall, op. cit p. 606; Bonbright and Means, op. dt H 
pp. 7-10. 


Ill 



112 


THE HOLDING COMPANY 


company. It is designated a pure holding company if it owns outright 
little or no property, but exercises its ownership powers over the prop- 
erties of subsidiaries through its stock ownership. The United States 
Steel Corporation is representative of this type. In contrast, if it owns 
large properties directly, as compared with the amount it controls in- 
directly through voting stock, it is classified as a property holding com- 
pany. The term parent holding company is sometimes applied to both 
of these types. The Securities and Exchange Commission uses the term 
“parent corporation” to apply to corporations owning 10 per cent or 
more of the outstanding voting securities of electric, gas, and water cor- 
porations. 2 In all other industries, the Commission regards one corpora- 
tion as a parent of another only if it owns 50 per cent or more of the 
latter’s voting stock. 8 

A second method of classification is based on the type of service the 
holding company renders to its subsidiaries. The main services are 
financing, management, engineering, and construction. While holding 
companies may supply all of these services and perhaps others, the 
tendency is to classify them in accordance with the most important 
service. Hence, they may be known as financing holding companies. 
management holding companies, and the like. 

More recently, greater emphasis has been placed on a structural 
Classification. At the base of the structure are the separate operating 
companies which own the tangible physical properties. Through the 
exchange of securities, tiers of holding companies are built up. The 
holding companies immediately imposed as a first tier or layer on the 
operating companies are known as first degree holding companies; those 
in the second tier, second degree; those in the third tier, third degree, 
and so on. The structural effect is to form a pyramid, at the apex of 
which is found the top or super holding company. 4 

Another method of classification, sometimes encountered, is based on 
the type of business in which the holding company and its subsidiaries 
are engaged. Thus, they may be railway, utility, financial, or industrial. 
And these broad categbries are often subdivided if necessary. 

Since their use has increased, special mention should also be made of 
the personal or family holding companies. In essence, these corpora- 
tions are both investment and control devices. Their shares, or trust 
certificates representing their shares held in trust, are exchanged for the 
stocks of other corporations held by the members of a family. In this 

8 Public Utility Holding Company Act of 1935, Sections 2a (7) and 2a (8). 

' « Cf . Securities and Exchange Commission, The Distribution of Ownership in the 
%0O Largest N on-Financial Corporations , p. 61, note 3. 

4 The actual process of forming the pyramid by exchange of securities will be 
illustrated later. 
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way family income is sustained, and family holdings are maintained 
and voted as a unit* even though, through death or gift, the ownership 
interest becomes subdivided/’ Family holding companies have been 
found by the Securities and Exchange Commission to be the largest 
stockholders in a number of outstanding enterprises, such as E. I. du 
Pont de Nemours and Co., Firestone Tire and Rubber Co., and Pitts- 
burgh Plate Glass Co. 5 6 

PREVALENCE OF THE HOLDING COMPANY 

The use of the holding company is wide-spread in our American 
economy. In the public utility field it is unquestionably the dominant 
institution. 7 It is also widely used in the railroad industry. 8 In the 
industrial field, a study made of the 475 largest corporations as of 
December 31, 1936, revealed that 39 were pure holding companies; 301 
were parent holding companies; 135 were outright operating companies. 9 
In other words, about 70 per cent of this group of large industrial cor- 
porations were holding companies. In the two hundred largest non- 
financial corporations studied by the Securities and Exchange Commis- 
sion, in which the major manufacturing industries, the public utilities, 
the railroads, and retail distribution and service industries are repre- 
sented, the holding company is the dominant form. Roughly, 90 per 
cent of the 200 control one or more other corporations through ownership 
of stock. 

The character of control in the holding companies found among the 
200 largest non-financial corporations does not differ greatly from the 
general picture of control in the entire 200, where 42 corporations were 
controlled by a majority interest; 97, by a minority interest; 61, by 
management. 10 Of the 180 companies classified as holding companies 
in the 200, since they owned controlling stock in one or more other 
companies, 32 were controlled by a majority interest; 94 by a minority 
interest; and 54 were management-controlled and were without a 
dominant stockholding interest. 


5 See Encyclopaedia of the Social Sciences, Vol. VII, p. 406. These holding com- 
panies are useful also in simplifying tax returns and reducing taxes. These purposes, 
however, do not concern us here. 

6 Securities and Exchange Commission, op. cit., pp. 77-78. 

7 Federal Trade Commission, Utility Corporations, Senate Document 92, Part 
72-A. 70th Congress, 1st Session (Washington, D. C.), pp. 34-81. 

* 8 Bonbright and Means, op. cit., pp. 235-270. 

• 8 Guthmann and Dougall, op. cit., pp. 618-619. 

10 See Temporary National Economic Committee, Monograph No. 29, pp. 1486- 
1487. 
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USES OF THE HOLDING COMPANY 

The holding company is used as a means to various ends. In some, 
instances its uses have been legitimate and desirable; in others, illegiti- 
mate, uneconomic, and anti-social. And experience shows that the 
desirable and undesirable uses have often appeared at the same time. 

The holding company may be used to bring together a number of 
independent operating companies in the same field or related fields. In 
this way, by horizontal combination or by integration, many economies 
of larger-scale operation may be effected. Economies may be accom- 
plished through centralized purchasing of materials and credit, through 
sales promotion, marketing, and the like. Moreover, combination offers 
opportunities for the better coordination of the production of raw ma- 
terials, semi-finished, and finished goods to final sale. As a consequence, 
lower costs of the final products would result. In addition, the parent 
company, by servicing a number of smaller operating companies, may 
employ staffs more highly skilled in management, finance, engineering, 
and other important services. 

If the matter is viewed strictly from the financial angle, it will be seen 
that the holding company serves to accomplish more easily and cheaply 
the combination of independent corporations. Its use is superior to 
direct acquisition of properties of one corporation by another, since it 
avoids the following major legal difficulties: (1) the necessity of obtain- 
ing a majority, or, in some cases, unanimous stockholder consent to 
the fusion; (2) the risk of lawsuits by dissenting stockholders alleging 
injury to their interests, and (3) the legal difficulties arising from possible 
interference with the contractual rights of bondholders. Where legal 
difficulties are not very serious ones there is, however, always the 
problem of the value of the properties to be acquired. Usually their 
value increases greatly at the first suggestion that they may be wanted 
by some other interest. Since stock acquisition can be accomplished 
quietly, control of properties may be acquired at a lesser cost than 
ownership by direct purchase. For this reason the control of independent 
properties through the holding company sometimes is but an inter- 
mediate step in complete fusion of properties. 

Certain legal conflicts and difficulties confronting an enterprise which 
owns and operates properties in different states and foreign countries 
may also be avoided. To simplify tax and accounting problems, for 
instance, the properties in each state or country are separately incorpo- 
rated. This arrangement also permits the business to take advantage 
of special laws of any state or country, and avoids discriminatory 
measures which might be imposed on non-domestic corporations. At 
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the same time the holding company, acting as a drawstring, keeps the 
separate companies under the surveillance and control of the top man- 
agement. 

In a federated rather than a fused organization, holding arrange- 
ments provide the advantages derived from decentralized administration. 
Not infrequently, boards of directors and principal officers of subsidiaries 
enjoy some measure of semi-independence. To the extent that this is 
true, and officials take advantage of it, subsidiary corporations are the 
proving-ground for the development of directors and executives in the 
top holding company. It is also possible to pit the performances of the 
managements of underlying operating and sub-holding companies against 
each other. In this way the effects of competition may be simulated 
within the structure of the holding company, with good effects on costs 
and profits. 

Stock control may also allow the less risky activity to be segregated 
from the more risky by separate incorporation of each branch . 11 By 
means of this insulation the losses or failure of one subsidiary do not 
directly affect a more prosperous subsidiary. The holding company it- 
self is affected, of course, but not always seriously, since it is protected 
by the receipt of income from the securities it holds of the more pros- 
perous subsidiaries, in addition to the income it gets for services rendered 
to the operating companies. 

In the securities markets, the large holding company may acquire 
capital for its operating subsidiaries more quickly and cheaply than 
could any one of them attempting to do so alone. It is usually better 
known in financial circles and can enlist the services of large reputable 
investment banking houses with wide markets and established marketing 
services. Smaller operating companies would, with some difficulty, have 
to seek capital locally or pay the higher rates that accompany the sale 
of securities in smaller lots. 

Unfortunately, the legitimate uses of the holding company device have 
been weakened by abuses of varying degree. The alleged economies of 
large-scale production may never be attained, or, if they are, they may 
not be passed on to the consumer in the form of lower prices and better 
products. The holding company may serve as an effective monopolistic 
device to shackle free competition in its field. Even in the case of 
publicly regulated monopolies, the holding organization may prove to be 
a fairly effective instrument to confuse and vitiate public control of serv- 
ice charges, financial practices, and accounting publicity imposed by law 
on the operating utilities. To the extent that this prevails, the public 
pays the penalty of higher prices and misguided investment. 

11 C/. Kenneth Field, Corporation Finance (New York, The Ronald Press Com- 
pany, 1939), pp. 145-172. 
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Other advantages may also be lost. Operating companies may not 
receive management, financial and engineering services under advan- 
tageous terms, but may pay heavily for their place in the structure. 
Their income may be diverted to serve the interests of the parent corpo- 
ration, and they may pay fees incommensurate with the services rendered 
them. 

Though it is true that the holding company may provide the benefits 
of decentralization of management, with attendant opportunities for di- 
rectors and executives in the subsidiaries to develop themselves for more 
important positions in the top structure, it does not follow that these 
good results will be realized. All too frequently many directors resemble 
honorary colonels. 12 They are unlikely, therefore, to take advantage of 
the opportunities to improve their directive skills. Consequently their 
activities on the proving grounds are confined to being occasionally seen 
and seldom heard, except as they repeat orders and supinely approve 
policies transmitted from the real control. Moreover, this same condi- 
tion of director quiescence exists in the top holding companies as well 
as in the subsidiaries. It is especially prevalent when directors are 
given qualifying shares by promoters and dominant personalities in the 
corporate structure. Under such conditions directors are likely to be 
nothing more than paid “stooges” with far less independence of thought 
and action than the inimitable Charlie McCarthy is allowed by in- 
dulgent Edgar Bergen. 18 

In accomplishing combination easily, the holding company has been 
used also as an instrument for the issuance of securities the nominal value 
of which greatly exceeds the value of the underlying operating properties. 
This was notably true of the United States Steel Corporation at its 
inception in 1901. It was also true of the Rock Island and the Chicago 
and Alton Railways. 14 The recent searching inquiry of the Federal 
Trade Commission into the affairs of the public utility corporations has 
revealed very considerable capital inflation in that major field. 16 The 
deception of the public by the issuance of securities which have not been 
completely described or truthfully represented is an unfortunate practice 
of long standing, and though not peculiar to holding company finance, 
it has been accentuated through the issuance of holding company securi- 
ties, especially during the decade of the 1920 , s. 


12 C/. William 0. Douglas, Democracy and Finance (New Haven, Yale University 
Press, 1940), p. 46. 

12 For an excellent discussion of the director problem, see William O. Douglas, 
"Directors Who Do Not Direct,” Harvard Law Review , Vol. XL VII (June, 1934), 
p. 1306. 

14 C/. Bonbright and Means, op. cit., p. 17. 

12 Utility Corporations , Senate Document 92, Part 72-A, 70th Congress, 1st 
Session, pp. 307-322, 845-861. 



THE HOLDING COMPANY 


117 


An abuse which has often accompanied faulty capitalization has been 
the failure of the holding company to bargain at arm’s length with 
investment banks which underwrite the issuance of securities. Often 
the bankers themselves have sponsored the combination of companies or 
have otherwise been so closely related to the project that competitive 
bidding for the privilege of disposing of new issues has been precluded. 
Any advantages which a , corporation might gain from a close relation- 
ship with an investment banking group familiar with its financial prob- 
lems is thus lost. > 

One of the most important uses of the holding company, and the one 
most subject to abuse, has been the acquisition and maintenance of 
control of the underlying corporations with a minimum of investment. 
Thus the Van Sweringen brothers, with an investment of less than twenty 
million dollars, controlled railroads with combined assets of over two 
billion dollars. Similarly, a million-dollar investment by Henry L. 
Doherty & Co. controlled a billion-dollar utility system. And the in- 
vestment banking house of H. M. Byllesby & Co. directed a billion- 
dollar utility system on an investment equal to less than 1 per cent of 
the consolidated assets. Acquisition of control is accomplished through 
a judicious issue and exchange of securities, which has become known 
as pyramiding. The structural result is the corporate pyramid. The 
financial result is the concentration of control in the hands of a few 
at the apex of the structure. 

THE PROCESS OF PYRAMIDING 

Pyramiding can best be understood if we resort to an, abstract and 
somewhat simplified illustration. Let us assume that four independent 
utility corporations, A, B, C, and D, are operating with identical capital 
structures. Each company has a property investment of $1,000,000 and 
securities outstanding according to the following pattern: $500,000 in 
4% bonds; $250,000 in 5 % non-voting preferred stock; and $250,000 in 
voting common stock. Two holding companies, X and Y, are now 
formed. Company X is to bring together operating companies A and 
B ; company Y, operating companies C and D. Each of these first-degree 
holding companies, therefore, issues the appropriate amounts and types 
of securities to accomplish its purpose. Company X, for example, is- 
sues $260,000 in 6% non-voting preferred stock and $110,000 in voting 
common stock. Company Y does likewise. X now exchanges its non- 
voting preferred stock for common stock of A and B. It does this on 
a share-for-share basis in the following fashion: $130,000 of X 6% pre- 
ferred for $130,000 A voting common; $130*000 of X 6% preferred for 
$130,000 B voting common. Holding company X now controls the 
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majority vote in both A and B. The public is induced to buy $ 50,000 
of X common stock and the remaining $60,000 is retained by the pro- 
moters of the holding company. The same transactions are carried out 
to center and maintain control of operating companies C and D in 
holding company Y. The next step is to establish a second-degree 
holding company, which we will call Z. This company will draw together 
X and Y. The capital structure of Z is especially designed for this 
purpose. It issues $120,000 in non-voting 7% preferred stock and $60,- 
000 in voting common. It exchanges share for share the $120,000 7% 
preferred for $60,000 of X voting common and for $60,000 of Y voting 
common stock. Thus it now controls X and Y, and through them A, 
B, C, and D. The insiders retain $31,000 in Z’s voting common and 
sell the remainder. This investment of $31,000, through the process of 
pyramiding a superstructure on four operating companies, controls prop- 
erty values of $4,000,000. And even this small investment can be re- 
duced, if the insiders resort to the use of non-voting common stock or 
wish to take the risks of minority control. 

In actual practice, pyramiding of corporate structures is more pro- 
nounced in public utilities and railroads than elsewhere. In both of 
these fields, there are instances where it has been carried to great ex- 
tremes. In the Associated Gas and Electric system, for example, there 
were twelve companies in one line of control from the apex of the 
pyramid to its base. 16 And the ill-fated Insull system in public utilities 
and the Van Sweringen system in railroads are other notorious examples. 17 

The greater fluctuation of earnings in industrial corporations pre- 
vents extremes of pyramiding in the industrial fields. Industrial operat- 
ing companies must be careful not to have too many outstanding securi- 
ties carrying fixed interest or dividend requirements in proportion to 
their common stock issue. It is obvious that if it is dangerous in this 
field for operating companies to be faultily capitalized, it is even more 
so when holding company is piled on holding company. In industrials, 
therefore, the holding company has been largely used to stifle competi- 
tion, to gain the benefits of decentralized control, and to profit from 
any advantages to be derived from legal and accounting autonomy and 
large-scale operations. 

SOME EFFECTS OF EXCESSIVE,* UNREGULATED 
PYRAMIDING 

Not only does pyramiding lodge control in the hands of a few with 
relatively small investment as compared with the property values of 

16 Federal Trade Commission, No. 72-A, op. cit., p. 159. 

17 For the Insull structure, see ibid., Chart IX, opposite p. 156; for the Van 
Sweringen system, see Bonbright and Means, op. dt., p. 261. 
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the underlying companies, but it may also yield exceptionally high 
returns at the top. Let us again abstract some of the complicating 
factors and assume that the management, engineering, and other con- 
tracts which the holding companies have with the operating companies 
exactly cover all holding company expenses, so that the income derived 
from dividends on the stock of the underlying companies is entirely 
clear. Let us further assume that our companies, A, B, C, and D, earn 
7 per cent on their total capital or $70,000 each per annum. In A, the 
4 per cent bonds absorb $20,000 of this amount; the 5 per cent non- 
voting preferred, $12,500; and $37,500 remains for the common stock- 
holders. This amounts to a 15 per cent return on the common. The 
same situation prevails in B, C, and D, since their capital structures 
were assumed to be alike. Since X has exchanged its non-voting pre- 
ferred to the extent of $260,000 for $260,000, in equal amounts of $130,- 
000 each of A and B common, X will receive as income the dividends 
on this amount of stock it holds. The income amounts to 26/50ths of 
$75,000 ($37,500 from A and $37,500 from B) or $39,000. Since X 
issued $260,000 in 6 per cent preferred stock, it must pay $15,600 in 
dividends on this amount before it can pay anything to its common 
stockholders. There remains, therefore, $23,400 to be distributed to the 
$110,000 in common stock of X. The rate of return on X common is, 
therefore, about 21.3 per cent. The same situation prevails for holding 
company Y. But the top holding company, Z, owns $60,000 in X 
common and a like amount of Y common, hence it will receive 60/110ths 
of the dividends, or $12,764 from each sub-holding company. This 
income will be divided as follows: $8400 or 7 per cent on $120,000 Z 
preferred stock and $17,128, or slightly in excess of 28.5 per cent, on 
the $60,000 Z common stock. 

An increase above normal earnings in the operating companies will 
greatly increase the rate of return on the common stock in the super- 
structure. On the other hand, a shrinkage in earnings in the operating 
companies will have the opposite effect. Thus, if the earnings of the 
operating companies in our hypothetical illustration were reduced by 
one-half, that is, to 3.5 per cent on their total capital investment, they 
would hardly be able to pay interest on their own bonds and dividends 
on their preferred stock. 18 Earnings for the superstructure would not 
be cut in half but would be reduced to nothing. Unless a reserve for 
such a contingency is accumulated in advance, dividends on the pre- 
ferred stock in the superstructure would be in arrears and common stock 


18 A return of 3.5 per cent would amount to $35,000 for each operating company. 
Bond interest in each instance would absorb $20,000, and preferred stock dividends 
would take $12,500. Thus only $2500 would be left for distribution to the common 
stockholders. It is obvious that the first-degree holding companies would get 
little income, and second or higher-degree companies, none at all. 
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would be worth only its future expectations. And the further removed 
the holding company is from the operating companies, the worse the 
predicament in which the holding company shareholders find themselves. 
Subordinate companies must operate at highly profitable levels if the 
pyramid is to stand. 

Since the top-holding, sub-holding, and operating companies are re- 
lated to each other not only in the capacity of the owners and the owned, 
but also as servicers and serviced, sellers and buyers, creditors and 
debtors, there are plenty of opportunities for pyramided holding compa- 
nies to Supplement their uncertain dividend income. Contracts are made 
by the holding companies with their subsidiaries to provide the latter 
with various services at specified fees. Holding companies purchase 
properties and re-sell them to the operating companies. Capital funds 
are borrowed on the presumably better credit rating of the holding 
companies and are re-loaned to the subsidiary operating companies. 

Unfortunately, however, there is no real opportunity for forthright 
arm’s-length bargaining between holding companies and the operating 
subsidiaries; nor can there be, in a relation which is one of master and 
servant. Consequently holding companies can supplement their divi- 
dend income by mistreatment of their subsidiaries as long as the sub- 
ordinate companies are able to stand the strain. 

An outstanding instance of the failure to bargain for services at 
arm’s length is illustrated by the case of the Associated Gas and Electric 
Company. 19 The operating subsidiaries were required to pay the hold- 
ing company a management service fee amounting to 2^ per cent of 
gross earnings (less inter-company sales). The actual management 
services for some operating companies were performed, however, by the 
J. G. White Management Company, which, at that time, was not 
affiliated with the Associated Company. 20 In the period from January 1, 
1925, to July 31, 1927, these operating subsidiaries paid approximately 
$841,000 for management services. Of this sum, the Associated Gas and 
Electric Company, though it rendered these subsidiaries no services what- 
soever, kept $473,000, while the J. G. White Management Company was 
paid $368,000. When the Associated Company actually performed the 
management services for other operating subsidiaries it received the en- 
tire 2 Y 2 per cent service fee. 

A number of similar abuses also appeared where construction services 
were performed. The Associated Company incorporated special con- 
struction companies which it controlled. The construction companies 
were then allowed to collect a fee or commission amounting to 7% per 

19 Federal Trade Commission, No. 72-A, pp. 626-632. 

20 The Associated Gas and Electric Company acquired control of the J. G. White 
Management Company on May 1, 1928; ibid., p. 627. 
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cent of the construction costs. 21 The total of management and construc- 
tion fees collected by the Associated Gas and Electric Company for a 
part of 1924 and the years 1925-1929 amounted to nearly $10,000,000. 
Total expenses of about $3,400,000 were incurred to render these services. 
The net profit on service cost was, therefore, about $6,600,000, or 193 
per cent on the cost. In addition to this, the operating companies in 
this pyramided system were forced to pay excessive service charges for 
purchasing, merchandising, advertising, and financial services. Numer- 
ous insiders personally gained from these arrangements. H. C.* Hop- 
son, for example, through H. C. Hopson & Company, provided all the 
financial and auditing services for the Associated system, which he 
controlled. And Hopson arranged it so that his brother-in-law’s com- 
pany, Daniel Starch and Associates, was awarded the utility system’s 
advertising contracts. 

The complicated corporate structure has allowed holding companies 
to harvest supplementary inter-company profits by the sale and re-sale 
of properties and securities to subsidiaries at prices hardly established 
in an independent market. 22 The Federal Trade Commission found 
numerous instances of this practice in its investigation of the utilities. 
One of the most flagrant cases involved the W. B. Foshay Company. It 
transferred properties and securities to its subsidiary, the Public Utili- 
ties Consolidated Corporation, receiving in return nearly $2,700,000 in 
securities of the latter corporation. It then proceeded to re-value these 
securities upward by $1,614,000. Both the $2,700,000 sale and the $1,- 
614,000 write-up were treated as income and reported as such to the 
stockholders and the investing public. Actually the earnings of the 
operating companies were negligible. The Foshay Company paid divi- 
dends, however, from its fictitious income. In time there followed the 
receivership of the Foshay companies, the dissolution of W. B. Foshay 
Company, and penitentiary terms for certain of the officials. 23 

Another curious case involved several abuses in a series of complicated 
and striking transactions. The New England Gas and Electric Associa- 
tion, a Massachusetts trust 24 closely related to the Associated Gas and 
Electric Company (both controlled by H. C. Hopson and associates), 
acquired controlling common stock in two New Hampshire utility operat- 

21 It should be noted that an arrangement of this sort is no inducement to keep 
down construction costs in this field. 

22 Cf. N. R. Danielian, “From Insull to Injury,” The Atlantic Monthly , Vol. CLI 
(April, 1933), pp. 504, 506. 

23 Federal Trade Commission, op. cit. f pp. 238-239. 

24 A Massachusetts trust is a business trust, an organization in many ways 
paralleling the corporation. A trust agreement takes the place of a corporate char- 
ter. A board of trustees operates instead of a board of directors. Properties are 
held in trust for the beneficiaries by the trustees. The trust may issue both bonds 
and shares, but it remains an unincorporated association. 
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ing companies, the New Hampshire Gas and Electric Company and the 
Derry Electric Company. The acquisitions were made in 1924 in the 
former company, and in 1927 in the latter. The New England As- 
sociation not only made itself an owner, but it also became a creditor 
of these companies by lending them money on “open account.” With 
a part of these funds, which cost 8 per cent per annum, the subsidiaries 
retired bonds bearing a lesser interest rate and preferred stock with a 
lesser fixed dividend rate. Obviously the arrangement saved the oper- 
ating subsidiaries no money. In 1929 the New England Association 
also acquired a $50,000 Derry Electric bond issue, maturing in 1931. 
As controlling owner of the Derry Electric, the New England Associa- 
tion decided to have the Derry Company default on the interest pay- 
ments on the $50,000 of bonds, even though the books of the latter 
company showed earnings sufficient to ’ pay the interest charges. 25 As 
directed from above, the Derry Electric directors waived the ninety- 
day period of grace to which the company was entitled by contract, 
and they consented to immediate foreclosure action by the trustee for 
the bondholder, the New England Association. The trustee foreclosed 
and sold the property at public auction. Though its directors and stock- 
holders did not vote on the matter, the New Hampshire Gas and Electric 
Company, obeying the orders of its parent company, the New England 
Association-, bid $547,591 and purchased the Derry properties. Later 
it voluntarily raised the bid price to $873,950.19 in accordance with a 
valuation proposed by an Associated Gas and Electric Company engineer. 

To make the purchase, the New Hampshire Gas and Electric bor- 
rowed the entire amount from the New England Association on “open 
account” at 8 per cent per annum. 26 Most of the loan proceeds came 
back to the New England Association, since it was a large creditor of 
the Derry Company on “open account”; the holder of $50,000 of Derry 
bonds, and principal stockholder in the Derry Company. 

The final result of all these transactions was that the value of the 
Derry Electric Company was written up 60 per cent; the New Hampshire 
Gas and Electric Company owned the Derry properties; the New 'Eng- 
land Gas and Electric Association had a lucrative creditor’s “open ac- 
count” of over $800,000 against the New Hampshire company in place 

25 14 New Hampshire Public Service Commission, 82-168 (1931); Federal Trade 
Commission, Utility Corporations , Senate Document 92, No. 48, 70th Congress, 
1st Session, Washington, D. C., 1933, pp. 169-247. For a popular account, see also 
N. R. Danielian, "Gas: A Study in Expansion,” The Atlantic Monthly, Vol. CLII 
(July, 1933), pp. 111-123. 

26 The interest on this so-called “downstream” loan was payable monthly. If 
it was not paid on time it was compounded at the same rate. When the New 
Hampshire Public Service Commission began to investigate these transactions in 
1930 the interest rate was lowered to 6 per cent per annum. 
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of the former creditor-owner relationship it had with the Derry Electric 
Company. Moreover, the New England Association controlled the New 
Hampshire Gas and Electric Company. And by these tortuous financial 
methods, regulatory control by the New Hampshire Public Service Com- 
mission was avoided . 27 

When these various methods of inflating or maintaining income have 
been lacking or insufficient to meet the full requirements of vast pyr- 
amided capital structures, pressure has been exerted by control at the 
apex of the pyramid to manipulate accounting procedure in the compa- 
nies below. Depreciation charges, for example, have been conveniently 
reduced to cut operating expenses. By this deceitful practice, the neces- 
sary amount of profits has been produced for distribution to shareholders 
in the superstructure . 28 

The process of extreme pyramiding has not only fostered flagrant inter- 
company abuses, but at times it has also introduced almost hopeless 
confusion into the fields of corporation finance and investment. The 
construction of multi-tier structures has brought into use a bewildering 
array of security issues, many of them stocks without voting power . 29 
This has been true particularly in the railroad and public utility fields. 
The Associated Gas and Electric Company, for example, at one time had 
three classes of common stock, six classes of preferred stock, four classes 
of preference stock , 30 seven issues of bonds and notes, twenty-four 
classes of debenture bonds (bonds secured only by the general credit 
of the organization rather than by specific properties or other collateral) 
many of which were convertible into preferred and common stocks of 
the holding company or its subsidiary and affiliated companies, and four 
series of investment certificates. In addition, it also had outstanding 
at- one time or another various options to purchase authorized but 
non-issued shares . 31 It is obvious that even the ability of an experienced 
corporation lawyer and a trained financial expert would be severely taxed 
to understand clearly the status and value of any particular security 
in such a financial hodge-podge. 


27 The Commission investigated and issued against the Deny Electric and the 
New Hampshire Gas and Electric companies orders pertaining to many of their 
transactions and relationships with each other and with the New England Gas and 
Electric Association and related companies. These orders were contested, and the 
case went to the New Hampshire Supreme Court, where it was decided against 
the Commission as involving matters beyond its control. State of New Hampshire 
v. New Hampshire Gas and Electric Company and Derry Electric Company, 86 
N. H. 16 (1932). 

28 See Graham and Dodd, op. cit. (revised edition), pp. 467-468. 

29 Federal Trade Commission, op. cit., No. 72-A, pp. 136-140. 

80 An issue of stock endowed with certain assurances, preferences, or limitations 
to distinguish it from other types of preferred stock. See P°wing, op. cit., p. 43. 

81 Federal Trade Commission, op. cit., p. 305. 
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From this unfortunate condition two significant problems have arisen, 
namely: (1) the clash of intra-corporate interests in the pyramided 
corporate structure, and (2) the increased abuse of the securities mar- 
kets for new and old issues. 

THE CLASH OF INTRA-CORPORATE INTERESTS 

Uncontrolled inter-company transactions may injure the interests of 
particular groups through the sale of assets by one company to another 
within the holding company structure; the routing of profitable business 
away from one subsidiary to another; the formulation of inter-company 
service contracts, property leases, and loans; and the manipulation of 
accounts to puff profits, conceal losses, or create non-existent deficits. 
To suppress protests the perpetrators have relied on human lethargy, 
the lack of knowledge and organization among the injured shareholders, 
the prohibitive expense of lawsuits, and the unequal struggle against 
vast holding company systems. 

Where litigation has resulted, the courts have generally held that the 
burden of proof is on the parent company to show strict regard for its 
fiduciary position toward all the various companies under its control. 
Moreover, the parent control must exercise due care and diligence to 
protect minority interests in the subsidiary companies. Both of these 
principles were clearly delineated in a case involving a Michigan copper 
mining company. 82 In this instance the parent company, through its 
control of the directorate of two subsidiaries in which it exercised a 
minority “working” control, sought among other things to establish an 
ure-milling plan which would have been beneficial to itself and to other 
subsidiaries in which it held a larger stock interest. The plan, however, 
was considered by the court to be prejudicial to the interests of the 
two subsidiaries and injurious to their stockholders. The parent cor- 
poration, therefore, had not completely maintained the required fiduciary 
position. 

The protection by private legal action, however, has not always been 
sufficient. The intricate holding company structure . has been used 
sometimes to turn an injured minority stockholder's successful litigation 
into a hollow victory. A classic instance occurring in the 1890’s in- 
volved the New York Central and a subsidiary, the New York and 
Northern Railway. 88 The Central had acquired a majority of the stock 
6f the New York and Northern, but it wished to establish complete 
ownership. The market prices of the outstanding minority shares, how- 

82 Hyams v. Calumet and Hecla Mining Company, 221 Fed. 529 (1915). 

88 Berle and Means, op . cit., pp. 240-243; Bonbright and Means, op. cit., pp. 345- 
347 
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ever, were higher than it wished to pay. The Central, therefore, re- 
sorted to a circuitous though none the less effective method of property 
acquisition. Its directors, through their control over the directors of the 
subsidiary, refused to accept sufficient traffic over the subsidiary road 
to enable it to obtain enough revenue to meet expenses and pay inter- 
est on its outstanding mortgage’ bonds. Moreover, some of the depleted 
income was diverted to improper purposes. Meanwhile the directors 
of the Central had the investment banking house of Drexel, Morgan & 
Company acquire sufficient of the New York and Northern’s second 
mortgage bonds to exercise foreclosure proceedings as soon as the sub- 
sidiary defaulted on its interest payments. The default occurred and 
the foreclosure followed. This action was opposed by New York and 
Northern minority stockholders. Defeated in the lower courts, they 
carried the case to the New York Court of Appeals, where the lower 
court decree of foreclosure was reversed. Despite legal defeat, the 
Central somehow — precisely how has never been revealed — managed a 
foreclosure sale and took over the property of the New York and 
Northern. 

Since the foreclosure sale caused the value of the New York and 
Northern stock practically to vanish, an injured stockholder brought suit 
against the New York Central to recover damages. Holding close to 
legal technicalities, the court would allow no recovery on the grounds 
that the action must be taken in the name of the New York and North- 
ern Railway as the injured party. Obviously, however, the subsidiary 
company would not act to sue its parent, the New York Central, unless 
compelled by law. Even had the subsidiary taken successful action 
the Central, as a majority shareholder and major creditor, would have 
received the lion’s share of the recovered damages . 84 

These cases are indicative of the clashes which may and do occur 
within the holding company structure. The financial network of the 
holding company structure lends itself particularly to these dangers and 
abuses. Where the protective element of corporate simplicity is lacking, 
violations of the fiduciary relations, which the courts impose on control 
whatever its form may be, can take place with little or no obstruction. 
Whether the control is by majority or minority ownership or rests 
in the hands of management alone is unimportant. 

THE HOLDING COMPANY AND THE MARKET FOR 
NEW SECURITIES 

The abuses of any market grow out of a combination of low business 
morals and the ignorance and imperfect knowledge of either buyers or 

M See Berle and Means, op . cit ., p. 241, 
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sellers. Where he is dealing with tangible goods the buyer at least has 
a chance to see them, submit them to tests, and otherwise examine 
them, but he is still exploited. In buying securities, however, he is 
purchasing an intangible, representative of underlying values not im- 
mediately before his eyes. Or, if he is able to view the tangible prop- 
erties, they may be arranged on such a vast scale and so inter-related 
and specialized that their value as a whole is a function of proper organ- 
ization and operation about which the buyer may know very little. It 
is imperative, therefore, that the prospective purchaser have all the 
facts properly presented to him as a first step towards an intelligent 
evaluation. Otherwise the possibilities of market abuses are very great, 
and the rewards of shrewd dealing and outright misrepresentation are 
easily attained. 

Where corporate promoters of large-scale industry are forced to sub- 
mit the full facts concerning new issues to cautious investment bankers 
possessed of a strong sense of social responsibility, the public may be 
well protected. But where the ethics of investment bankers are shady, 
or where investment bankers are closely related to the promotional 
aspects of a corporate business, the public is likely to suffer serious 
losses. In the decade of the 1920’s the investor suffered seriously, es- 
pecially in the public utility field. Public investigation has revealed 
many unsavory situations. 

The public makes its purchases of new securities through various 
channels. The issuer corporation, or its promoters, may offer and dis- 
pose of any new securities to present holders of its outstanding issues 
on a pro rata basis of so many new shares to so many shares of the 
outstanding issues. The issuer may also attempt to sell its shares 
directly to customers of its goods or services. It may seek also to sell 
its securities through the medium of an investment banking house. If 
the investment bank is unaffiliatcd with the issuer corporation, its services 
are obtained only after it has made a careful investigation of the issuer 
corporation, a close analysis of the proposed new issue, and a general 
survey of the state of the market. More recently, however, the large 
holding corporation has turned to investment banking organizations 
that either control the issuer or are controlled by it. The relations 
between Halsey, Stuart & Co. and the Insull system, Henry L. Doherty 
& Co. and the Cities Service Company, and H. L. Byllesby & Co. and 
the Standard Gas and Electric system are illustrative of this arrange- 
ment. 

Though all methods of distributing new securities have been subject 
to abuse, the distribution by controlled or affiliated outlets has been 
especially conducive to questionable practices, whether selling to old or 
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new investors . 85 In some instances these organizations were in no posi- 
tion to question unsound inter-corporate structural or financial condi- 
tions. In other instances they contributed directly to unsound finance. 
In fact, some investment banks manipulated the market prices of the 
holding companies’ outstanding securities in order to make the new 
issues appear attractive. Such side-show operations tended to divert 
the attention of a gullible and somewhat greedy public from the faulty 
structure of some of the leading utility systems such as the old Insull 
group. 

These unfortunate market activities have encouraged speculation 
and inflicted heavy financial losses on misled investors. As a result 
there has developed public demand for some form of Federal regulatioh 
of the sale of old and new issues of securities and of the public utility 
holding company. 

THE HOLDING COMPANY AND THE PROBLEMS OF 

MONOPOLY 

As the Federal Trade Commission has observed, consideration of the 
holding company cannot neglect the contribution this form of organiza- 
tion has made to monopoly . 30 

In the industrial field the holding company has brought together 
many formerly independent firms. By horizontal combination it has 
accomplished in some instances what has amounted to thorough-going 
monopoly. In other cases, it has quickly brought about vertical in- 
tegration of properties to produce mammoth business organizations. 
Although it has by no means always produced monopoly conditions 
sufficient to warrant legal action under the anti-trust laws, nevertheless 
it has changed the complexion of competition very definitely. In pric- 
ing policies, free and independent action has been superseded by a high 
degree of market cooperation among giant firms. 

Not infrequently, public antipathy to industrial monopoly has been 
avoided by means of the holding company. The purchase of controlling 
stock in a company formerly recognized by the public as an independent 
producer has been kept secret to avoid public disapproval. Meanwhile, 
the bogus independent continued to trade on its past good-will and 
went through the motions of competition with its former rivals. In 
this manner patronage which might have switched to other really in- 

85 For an extended summary account of these practices, see Federal Trade Com- 
mission, op. cit., No. 72-A, pp. 535-598. 

86 Utility Corporations, Senate Document 92, Part 73-A, 70th Congress, 1st Session 
(Washington, D. C., U. S. Government Printing Office, 1935), p. 47. 
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dependent companies was retained by the monopolistically inclined hold- 
ing company. 

In the utilities field two sorts of monopoly have to be kept in mind. 
On the one hand, there is the local monopoly under public regulation. 
And on the other hand, there is the holding company which has combined 
the local monopolies on a regional and often on a national basis. Al- 
legedly established to effect economies not within the reach of the' 
regulated local companies, the holding company system has served fre- 
quently to destroy the effectiveness of state regulatory efforts to give 
the public rates and services equal or superior to real competition. 

Moreover, the holding company has helped to concentrate monopoly 
profits in the hands of a few individuals. The excess of income over the 
amount necessary to satisfy docile shareholders can be more easily 
canalized to the pockets of those who are actually in control. Service 
charges of a monopolistic nature can be imposed easily on operating 
subsidiaries. Monopoly gains extracted from an inadequately protected 
consumer and investor public have served to enhance inequalities in 
wealth. The personal or family holding companies allow fortunes to be 
maintained and expanded in industries not especially noted for thorough- 
going price competition. The most notable single instance of this is 
the du Pont family control of extensive interests in E. I. du Pont de 
Nemours & Company and the manifold interests which this company 
dominates , 87 


CONCLUSION 

Since the turn of the century, the holding company has become the 
dominant species of a dominant genus, the modern corporation. Prop- 
erly used, as it frequently is, the holding company is a device capable 
of giving the public the advantages of integrated and coordinated large- 
scale production. It can be used to avoid complicated legal problems 
growing out of the fusion of different property interests. It offers the 
benefits of decentralization of management, while it provides the segrega- 
tion of risks of business ventures in the same or in related fields. By 
combining small ventures little known in the major capital markets, it 
provides the opportunity to reduce the cost of capital acquisition. 

Perverted by unscrupulous and reckless individuals or group interests, 
however, the holding company has been used to accomplish socially 
undesirable ends. It has been an aid to monopoly. It has drained sub- 
sidiaries of their resources. It has provided false prestige and soft 
berths for inactive and fcupine directors. , It has been used to accomplish 

37 For a survey of the du Pont sphere of influence in industry, see the Securities 
and Exchange Commission, op. cit., pp, 97-100. 
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faulty capitalization. It has increased the cost of raising capital by its 
control interests working in harmony with investment bankers. It has 
contributed both to an unhealthy separation of ownership from control 
and to the concentration of control in relatively few hands. 

The medium by which many of these evil results have been attained 
and accentuated is excessive and unregulated pyramiding. Aided by 
lax incorporation laws, pyramiding has allowed individuals to control 
large property values with a comparatively small investment through 
the construction of financial hodge-podges with excessive capitalizations. 
It has facilitated the violation of the rights of one corporate interest 
by another. It has augmented confusion with respect to the rights of 
new and old issues of securities, and has encouraged security misrepre- 
sentation. In the public utility field, the pyramided holding company 
has long served to avoid public regulation, and by its relations with 
operating companies it has vitiated the regulatory work of public service 
commissions. As a device for the construction of huge business units it 
has contributed to the more rapid decline of price competition in many 
fiejds. And by deceptive practices, as in the case of bogus independents, 
it has concealed the presence of monopoly at work. 



8 

Public Protection for Corporate Investors 




In the late nineteenth century and during the first three decades of 
the twentieth, the great growth of corporate industry sharpened and 
magnified the possible abuses that might occur in the use of the corpo- 
ration. Not all people were unaware of the dangers, and protests and 
warnings were vigorously raised in the public interest. 1 As Commissioner 
of Corporations, James R. Garfield recognized that corporate affairs 
needed the healthy sunlight of public scrutiny. In 1904 he advocated a 
Federal franchise or license for all corporations doing business in inter- 
state commerce. As part of the requirements for obtaining and retaining 
a license, corporations would have to make such reports and returns 
as the government desired, and meet all the demands made on them as 
to organization and management. 2 * * * Presidents Theodore Roosevelt, Taft 
and Wilson engaged the Federal Government in battle against the grow- 
ing pressure of monopoly and corporate abuses. Their emphasis, how- 
ever, was on the elimination of monopoly and unfair competitive prac- 
tices in commodity and service markets, rather than on the abuses 
arising from corporate organization. In general, from 1904 to the first 
administration of Franklin D. Roosevelt, tighter Federal controls for 
corporate abuses were agitated in a desultory fashion. 8 The country 
preferred to leave these matters to the individual states and to private 
agencies rather than risk the expansion of Federal powers through the 
requirements of Federal incorporation, Federal license, or more sweeping 
Federal controls. 


EARLY CONTROLS 

The individual states sought their own solutions. In 1913, under 
Governor Woodrow Wilson’s leadership,, the State of New Jersey re- 

l For example, Louis D. Brandeis, Other People’s Money (New York, Frederick 
A. Stokes Company, 1914); Woodrow Wilson, The New Freedom (New York 
and Garden City, Doubleday Page & Company, 1913). 

2 See Federal Trade Commission, Utility Corporations , Senate Document 92, 

Part 69-A, 70th Congress, 1st Session, pp. 4-5. 

8 For a compilation of the proposals and discussions, see Federal Trade Com- 

mission, op. cit., pp. 3-135. 
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versed its liberal incorporation policy and passed legislation, known as 
the Seven Sisters Acts, aiming both at the destruction of monopoly and 
at the prevention of corporate abuses. 4 This forthright action, however 
only demonstrated the futility of action by a single state. Incorpo- 
rators sought charters elsewhere, and New Jersey found it expedient to 
repeal its restrictive legislation. Other states sought only to curb the 
most flagrant abuses committed behind the corporate screen. They 
passed what have become known popularly as “Blue Sky” laws, which 
were designed to prevent the sale of securities with nothing more tangible 
behind them than the blue sky. 

n Blue Sky" Laws 

In Kansas, Bank Commissioner Dolley recognized that the complete 
laxity of state incorporation laws made it almost impossible to eradicate 
misrepresentation of security values, and acted to correct the situation. 
His one-man campaign for protective legislation brought in 1911 a law 
to prevent the issue of spurious securities. And shortly thereafter other 
states imitated Kansas. 

These early laws were crude and largely unworkable. Moreover, 
their constitutionality was successfully attacked in the lower Federal 
courts. The clarifying process of discussion and litigation, however, 
ironed out the early crudities. Revision or the passage of new laws did 
much to protect security purchasers from their own ignorance and 
credulity. In general, an executive of the state was given the power 
to supervise the sale of securities. The constitutionality of this prin- 
ciple, however, was challenged in litigation that reached the Supreme 
Court in 1916 in what are now known as the “Blue Sky” cases. 5 But 
the states were triumphant. Their power to forbid dealing in stocks and 
other securities within their borders and to subject such business to 
executive supervision was upheld. Such provisions were not considered 
arbitrary nor inconsistent with due process of law under the Fourteenth 
Amendment. The Court further maintained that the laws were not a 
direct burden on interstate commerce when securities came in from other 
states and the sellers within the state were required to obtain a license, 
file information, and submit to state supervision. Thus, state control 
over the issuance of securities, the flotation and sale, and the business 
of dealing in securities, received the highest judicial approval. 

At the present time state “Blue Sky” laws, though they lack uniform- 

4 See Seager and Gulick, op. cit., pp. 362-366. 

5 Hall v . Geiger-Jones Company, Hall v. Coultrap, Hall et al. v. Rose et al. , 
242 U. S. 539 (1917); Caldwell et al. v. Sioux Falls Stock Yards Co. et al., 242 
U. S. 659 (1917) ; Merrick et al. v. Halsey & Co. et al., 242 U. S. 568 (1917). 
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ity, fall into two broad categories: (1) regulatory acts, and (2) fraud 
acts. 6 

The regulatory acts include three types of laws. The first provides for 
the registration of securities with a proper state agency. Sale of un- 
registered securities, unless exempt under the law, is prohibited, and 
violation is considered a misdemeanor. Registration does not mean 
that the state approves the soundness of a security issue. It merely 
means that the securities are those of an existing and legitimate enter- 
prise. The state supervising agent determines legitimacy and the ab- 
sence of fraud, from the detailed corporate information which must be 
supplied. Under the Massachusetts law, for example, the Public Utilities 
Commission is authorized to investigate the security which is to be sold, 
and to demand further information if needed to supplement the original 
data supplied by the applicant at the time of registration. 7 

Teeth were put into these registration laws by providing penalties 
for violation. Violators are subject to civil or criminal action or both. 
Fines and jail sentences of varying degrees of severity are imposed by 
the different states. Under the laws of some states, sales may be voided 
by the purchaser. 8 

‘A second type of regulatory law is that which requires dealers to 
obtain licenses to sell securities within the state. Non-licensed persons 
are forbidden to sell under penalty of this law. Violation is considered 
a misdemeanor and is frequently subject to a heavy fine. 9 The pro- 
tective principle involved is based on dealer reputation. Only reputable 
persons will be licensed, and it is assumed that they in turn will protect 
their acknowledged reputation by the sale of issues uncontaminated by 
fraud. Evidence of good reputation and other information must be filed 
with the proper state agency by the dealer. The names of the partners 
or directors and officers in the organization, location of offices, previous 
business experiences, personal integrity, financial standing of the^organ- 


6 See Robert R. Reed, art. “‘Blue Sky* Laws,” Encyclopaedia of the Social Sci- 
ences, Vol. II, pp. 602-604; Emanuel Stein, Government and the Investor (New York, 
Farrar and Rinehart, Inc., 1941), pp. 64-70; Russell A. Smith, “The Relation of 
Federal and State Security Laws,” Law and Contemporary Problems (Durham, 
N. C.), Vol. IV (1937), pp. 241-242. 

7 The Massachusetts law requires that the applicant file the names of the principal 
officers of the enterprise; the state of incorporation; the general nature of the busi- 
ness; the amount of capital devoted, and proposed to be devoted, to the business 
in question; the number and classes of securities issued and to be issued; the 
amount of the secured and unsecured debt, with a brief description of the dates 
of issue, maturities, and character of such debt and the character of the security, 
if any; a description of the respective voting rights, preferences, rights to dividends, 
profits, and capital of each type or class of security. ( General Laws , c. 110-A, as 
amended.) See 17. S . Corporation Manual , op . cit. (41st edition), pp. 2410-2416. 

8 For example, Illinois Securities Act, Laws of 1919, as amended, Sec. 37. 

8 Illinois Securities Act, as amended, Secs. 29, 30, 31. 
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ization, criminal record, if any, in connection with the sale of securities, 
are some of the data required by various laws. Some states require the 
dealer or broker to post a sizable bond as a protection to prospective 
purchasers, who may sue on the bond in the event they feel they have 
been defrauded . 10 

A third type of regulatory act provides double protection to the se- 
curity-buyer, since it not only requires public registration of securities, 
except for those specifically exempt under the law, but also requires 
dealers to secure from the proper state official a license to* sell. The 
California law is one of the most complete . 11 And a number of states 
evaluate and classify the securities. Illinois, for example, grades se- 
curities acceptable for sale, as speculative and non-speculative . 12 Class 
A securities are those which have inherent qualities insuring their sale 
and disposition without fraud, e.g., securities issued by a government or 
governmental agency and securities issued by banks, public utilities, 
and similar enterprises regulated or supervised by a government agency. 
Securities inferior to Class A then range down to Class D, which must 
be labeled as such and designated as purely speculative in character . 18 
Official attention is levelled particularly at the Class D type. 

In a few states, such as New York and New Jersey , 14 the Attorney- 
General proceeds against the sellers of spurious securities. He may 
enjoin the sale of fraudulent securities. And he may prosecute the 
sellers under the criminal laws of the state. The general disadvantage 
of these fraud laws, however, is that they are not as preventive as they 
appear at first sight. The tendency is for action to be taken after in- 
vestors have been hurt. 

Prohibitions under the Postal Laws 

While the states have made their contributions, the United States 
Criminal Code has long prohibited the use of the mails to schemes and 
artifices to defraud . 15 The Postmaster-General is empowered to issue 
orders to prevent the delivery of mail containing false and misleading 

10 See California Securities Act, Laws of 1917, c. 532, as amended, Sec. 6. 

11 Laws of 1917, as amended, c. 532, and Laws of 1937, c. 784. See U. S. Corpo- 
ration Manual, op . cit., pp. 2235-2249. 

12 Illinois Securities Act, as amended, U. S. Corporation Manual, op. cit., pp. 
2310-2332. For a critical evaluation of the early Illinois law, see James W. Angell, 
“The Illinois Blue Sky Law,” Journal of Political Economy, Vol. XXVIII (1920), 
pp. 307-321. 

18 J. W. Angell, op. cit., pp. 309-312. 

14 New Jersey, Revised Statutes of 1937, 49:1-1 to 49:1-29; New York, General 
Business Law, Articles 23-A and 23-B. 

15 Sections 259 and 732, Title 39, United States Code. These statutes were 
enacted in their original form by Congress in 1872. 
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representations. These fraud orders also instruct the postmaster at the 
location of the dishonest enterprise to refuse to cash money orders drawn 
in favor of the names under which the enterprise is conducted. Every 
year fraud orders are issued against hundreds of enterprises and indi- 
viduals in the United States and abroad. Many others, when served 
with charges of defrauding through use of the mails, voluntarily abandon 
their enterprises. 16 

Inadequacies of Public Protection Before 1933 

Despite the presence of these varied protections, the losses of the 
American public have been tremendous. During the decade after the 
First World War, for example, some fifty billions of dollars in new 
securities were floated in the United States. It is estimated that fully 
twenty-five billions of these proved to be worthless, and many were 
clearly fraudulent. 17 

Rarely is the public completely protected by the mere presence of 
laws designed to mete out punishment to wrong-doers or to prevent 
evil activities. Circumstances invite individuals to violate the laws 
despite the consequences. Moreover, in the sale of spurious securities, 
the public itself has encouraged violations. Some investors have failed 
to report solicitations which appear to be fraudulent. Some have failed 
to recognize schemes to defraud due to ignorance, credulity, and greed. 
Some relaxed their vigilance under the false assumption that the “Blue 
Sky” and postal laws afforded them adequate protection. 

Despite their organizational efforts to elevate the ethics of their trade, 
underwriters and dealers in securities have been responsible in part for 
great public losses. In the 1920 , s, for example, they over-stimulated the 
public appetite for securities by excessive “puffing” of their wares and 
by high-pressure salesmanship. 

The protective “Blue Sky” laws often lacked proper administration. 
In many states sufficient funds were seldom available for the proper 
enforcement of the laws. Lack of funds produced two bad results: 
thie employment of inefficient personnel, or the employment of sufficient 
and qualified personnel which lacked the money to do a thorough job. 
Even where states did operate efficiently to protect the public, the lack 
of uniformity among state laws proved to be a serious weakness. 18 In- 

18 Annual Report of the Postmaster-General , 1940, Washington, D. C., 1941, p. 68. 

17 Federal Supervision of Traffic in Investment Securities in Interstate Commerce , y 
H. R. Report No. 85, 73rd Congress, 1st Session, p. 2. 

18 In recognition of this weakness the National Conference of Commissioners 
on Uniform State Laws in 1930 recommended the adoption of a uniform “Blue Sky” 
law. The proposed law received the approval of the American Bar Association. 
Little real progress has been made toward the acceptance of the model law. The 
difficulties of getting states to adopt uniform laws seem almost insurmountable. 
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tentional violators of statutes soon learn to operate where the legal 
hazards are smallest. 

Perhaps the most serious weakness of the state “Blue Sky” laws has 
been the lack of state power over sales of securities in interstate com- 
merce. Though state officials and the Federal postoffice department 
have cooperated successfully to some extent, interstate sale has caused 
the public severe loss. State agencies could not reach it and postoffice 
policing has not solved the problem. 

State legislators have been partially at fault. They have failed to 
recognize that the problem of state control of security issuance is closely 
related to the problem of proper incorporation. Broad regulation to 
protect investors could be better accomplished by including among the 
requisites for incorporation some regulations which required supervised 
security issuance, acceptable accounting methods, and adequate reports 
to investors and to the supervisory agency. The propensity of states to 
compete for incorporation business has in part prevented action along 
these lines. 


RECENT FEDERAL ACTION 

The many wounds left by the frenzied finance of the 1920’s, which 
culminated in the stock market crash of 1929, brought on Federal investi- 
gations. 19 Congressional committees and governmental agencies revealed 
the financial mutilation in all its goriness. Investigations proved con- 
clusively that the public was not shedding crocodile tears nor exaggerat- 
ing the extent of its financial losses. Consequently, despite some organ- 
ized opposition, Congress enacted a series of laws designed to offer the 
public a greater measure of protection from the misuse of the corporate 
organization and its related institutions. In a span of seven years, 
1933-1940, Congress passed the Federal Securities Act of 1933, the Se- 
curities and Exchange Act of 1934, the Public Utility Holding Company 
Act of 1935, the Chandler Act of 1938 amending the national bankruptcy 
laws, the Trust Indenture Act of 1939, and the Investment Company and 
Investment Advisers Act of 1940. In the second of these acts it created 
the Securities and Exchange Commission, which is now largely respon- 
sible for the administration of these laws. 20 

19 Hearings on the Securities Act before the Committee on Interstate and 
Foreign Commerce, H. R., 73rd Congress, 1st Session; Hearings before the Com- 
mittee on Banking and Currency, U. S. Senate, 72nd Congress, 1st Session, on 
Senate Resolution No. 84, “Stock Exchange Practices'’; Report of the Federal Trade 
Commission to the Senate of the United States pursuant to Senate Resolution No. 
83, 70th Congress, 1st Session, “Utility Corporations”; Reports of the Securities & 
Exchange Commission to Congress* pursuant to Section 211 of the Securities and 
Exchange Act of 1934 and to Section 30 of the Public Utility Holding Company Act 
of 1935. 

20 The Securities Act was administered by the Federal Trade Commission until 
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The Securities and Exchange Commission 

The Securities and Exchange Commission is a body of five men ap- 
pointed by the President with the advice and consent of the Senate. To 
prevent complete domination by any political grpup the law provides 
that not more than three commissioners may be of the same political 
party. Appointed for five-year terms at salaries of $10,000 per year, 
the commissioners are required not to engage in any other business, voca- 
tion, or employment. To insure that the commissioners will not be in- 
fluenced by their personal interests in the administration of the laws 
under their jurisdiction, no commissioner may directly or indirectly par- 
ticipate in stock market operations or transactions subject to the regula- 
tion. 

In the fiscal year 1940, the S. E. C. employed 1665 persons who were, 
for the most part, engaged on a permanent basis. It now spends an- 
nually around $5,000,000, of which 75 per cent goes for salaries. During 
the course of any fiscal year, however, various fees and other revenue 
received by the Commission substantially reduce the net cost of operation 
to the public. 21 

Its staff is organized into nine major divisions. The functions of five 
of these divisions are determined largely by the specific legislation to be 
administered. Thus the registration division deals in the main with se- 
curities registered as required under the Securities Act. And the trading 
and exchange division centers its attention on stock market regulation 
under the Securities and Exchange Act. The public utilities division 


jurisdiction was transferred to the newly created S. E. C. in 1934. In the case of 
the Securities and Exchange Act the S. E. C. shares administrative responsibilities 
with the Board of Governors of the Federal Reserve system. 

21 The following table presents the employment and fiscal data in round figures 
through the fiscal year 1940. 


Securities and Exchange Commission, Employment and Fiscal Data, 1935-1940 


Fiscal 

Year 

Personnel 

Salaries 

Other 

Expenses 

Total 

Expenses 

Total Net 
Receipts tt j 

Net Cost 
to Public 

(Thousands of Dollars) 

1935 

696 


$ 454 

$1536 

$ 228 

$1308 

1936 

1077 

2474 

532 

3006 

900 

2106 

1937 

1140 


637 

3716 

1104 

2612 

1938 

1214 

3142 

542 

3685 

716 

2968 

1939 

1576 

3961 

890 

4851 

575 

4276 

1940 

1670 

. 4401 

1048 | 

$449 

493 

4956 


•Registration fees, sale ot photo duplications, miscellaneous revenue. Sources: Securi- 
ties and Exchange Commission, Annual Reports. 













PUBLIC PROTECTION FOR CORPORATE INVESTORS 


137 


devotes most of its time to situations growing out of the administration 
of the Public Utility Holding Company Act. The reorganization divi- 
sion was created to perform functions relating to corporate reorganiza- 
tions. And, more recently, an investment company division has been 
formed to specialize in the administration of the Investment Company 
and Investment Advisers Act of 1940. The work of the other four divi- 
sions stems from the activities of these five. Thus the legal division 
handles all the legal work arising in the course of the Commission’s 
various activities. The accounting division treats all the accounting 
problems which continually develop from the administration of the var- 
ious laws. The division of forms and regulations works out the many 
forms necessary under the laws and promulgates the many rules and 
regulations the Commission is empowered to make. Finally, the office 
of the Secretary to the Commission handles the general administrative 
work of the entire organization. 

To facilitate further the execution of its wide-spread and increasingly 
important activities the Commission has divided the country into nine 
regions, each with a regional field office. These offices render advisory 
services, collect regional information, and enforce the law when the 
occasion arises. 22 

Congress has equipped the Commission with the necessary powers to 
administer effectively the laws under its jurisdiction. 23 At the same 
time, the usual protection against the misconstruction of the laws and 
the misuse of powers by a public administrative body is provided. The 
Commission’s orders are subject to review in any Circuit Court of Ap- 
peals and in the Court of Appeals of.the District of Columbia, and may 
be affirmed, modified, or set aside by the court. 

The Federal Securities Act 

Chronologically the Federal Securities ^.ct is the first of the series of 
laws which now fall under the administrative jurisdiction of the S. E. C. 

The purpose of this Act is: (a) to provide prospective investors with 
a full and fair disclosure of the character of new securities to be issued 

22 Securities and Exchange Commission, Sixth Annual Report, Washington, D. C., 
1941, p. 5. 

28 The Commission has the power to make the necessary rules and regulations to 
carry out the provisions of the laws it administers. It is empowered to define tech- 
nical and trading terms not defined in the laws and prescribe the forms upon which 
information required under the law shall be set forth. To facilitate investigations 
the Commission and any of its officers are empowered to administer oaths, sub- 
poena witnesses, take evidence, and require the production of any books, papers, 
0$ Other documents deemed by the Commission as relevant to any inquiry it makes 
under its investigatory powers. 
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by a business organization, and (b) to prevent misrepresentation and 
fraud with respect to such securities sold through the mails or in inter- 
state commerce. 

To accomplish full and fair disclosure the law provides that, save in 
the case of certain securities exempt under the amended law , 24 an issuing 
corporation must register the proposed securities with the Commission 
by filing a registration statement and a prospectus . 25 

The registration statement is a detailed documentary revelation of es- 
sential facts about the registrant’s financial and business affairs and the 
security to be offered. In the statement the registrant or issuer corpora- 
tion must indicate its full business name; the state or sovereign power 
under which it was organized; the location of its principal office; the 
general character of the business transacted or to be transacted by it; 
its capitalization, including authorized and outstanding capital stock, to- 
gether with the amounts paid up ; the types and classes of securities with 
their various rights, preferences, and options, if any; the amount of the 
funded debt outstanding or to be created, with a description of the date 
of maturity and character of such debt, including the rate of interest, 
method of debt retirement or amortization provisions and the security 
behind the debt instruments; a detailed balance sheet and profit and 
loss statement for the latest fiscal year and for each of the two preceding 
years, or for a shorter period if the registrant has not been in business 
two years; and all underlying indentures or agreements to any of its 
securities. 

The statement also must reveal pertinent facts concerning the manage- 
ment and principal stockholders of the corporation. Thus, it must in- 


24 The types of exempted issues fall into the following categories: (1) those out- 
side the jurisdiction of the S. E. C., i.e., securities sold intrastate; (2) those issued 
by Federal or state governments or other political subdivisions or public instru- 
mentalities of the territorial, state, or Federal governments; (3) those the issuance 
of which, by existing law, is already regulated, namely, the securities of common or 
contract carriers, securities of state and national banks, and insurance policies and 
annuity contracts; (4) those under court jurisdiction, namely, certificates being ex- 
changed with existing security-holders after court hearing and approval; (5) those 
issued by non-profit religious, charitable, educational, and similar institutions; (6) 
those of cooperative institutions such as building and loan, savings and loan, and 
farmer cooperative associations; (7) those of a miscellaneous nature, such as short- 
terfn obligations of less than nine months’ duration, offerings made sixty days prior 
to or within sixty days of the enactment of the law, and such other classes as the 
S. E. C. is empowered to exempt by reason of the small amount involved or the 
lack of public character of the offering, providing such offering does not exceed 
$ 100 , 000 . 

25 There are two broad types of registration statements : those of business organ- 
izations filed under Schedule A; those of foreign governments or their territorial 
subdivisions filed under Schedule B. To make registration less onerous under Sched- 
ule A, the S. E. C. has devised a series of registration forms to fit the needs of 
various types of industry. 
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elude the names and addresses of the corporation’s directors, chief execu- 
tive, financial, and accounting officers, partners if it is a partnership, and 
promoters if it is a business in process of establishment; the amount of 
stock held by each director or principal officer; remuneration paid by the 
issuer to its directors and officers whenever the sums paid exceed $25,000 
per year; full particulars concerning the acquisition of properties from 
directors and officers; the names and addresses of all stockholders own- 
ing more than 10 per cent of any one class of stock or more than 10 per 
cent of the stock in the aggregate, as of a date twenty days prior to the 
filing of the registration statement; and full details concerning the 
acquisition of properties from stockholders owning more than 10 
per cent of any one class of stock or 10 £>er cent of the aggregate total 
stock. 

The connections between the registrant and the underwriter must be 
shown by providing the following data: the names and addresses of the 
underwriters* the amount of stock held by them; the details relating to 
the proceeds of the sale of the issue, the proposed offer price of the se- 
curity, commissions to the underwriters, and net proceeds to the issuer; 
and the names and addresses of counsel who passed on the legality of 
the proposed issue. 

The relations of the corporation to other parties important to the con- 
duct of its business are also subject to Commission scrutiny, in that 
copies of material contracts must be submitted with the registration 
statement. Furthermore, the registrant must reveal in its statement any 
threatened or pending legal suits which might affect the value and sala- 
bility of its securities. 

At least one of the three copies of the registration statement submitted 
to the S. E. C. must be signed by the issuing corporation, its chief exec- 
utive, financial, and accounting officer or officers and a majority of its 
directorate or persons performing a similar function. A registrant can- 
not legally dispose of its securities in interstate commerce until the 
registration statement becomes effective. The effective date is the twen- 
tieth day after the Commission has received the filed statement and the 
proper registration fee, 26 or such earlier date as the Commission may 
determine. 27 The purpose of the waiting period after filing is to allow 
the Commission’s staff ample time to examine the data for omissions, 
inaccuracies, and incomplete disclosure. Where such deficiencies appear, 
the Commission advises the registrant by mail, stating the nature of the 
deficiencies or inaccuracies in what is know<n as a “deficiency” letter, 

26 The filing fee is 1/100 of 1 per cent of the maximum aggregate price at which 
the securities are proposed to be offered, unless this amounts to less than $25.00, 
in which case the minimum fee is $25.00. 

27 By amendment, Public No. 768, 76th Congress, 1940. 
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Every effort is made to prevent the sale of securities not properly repre- 
sented. 

At any time after the effective date of registration the Commission 
may issue an order stopping the sale of a security if it appears that an 
untrue statement of a material fact has been made or a material fact 
has been omitted . 28 The registrant must be given proper notice of the 
stop order, however, and must be accorded a hearing after a stop order 
has been issued. 

The prospectus is compiled from the data in the registration state- 
ment. Broadly defined as a “circular, notice, advertisement, letter, or 
other written or radio communication describing the security offered for 
sale ,” 29 the prospectus is a condensation of the registration statement. 
It is drawn up in such a form as to enable prospective purchasers to have 
adequate information about the securities they contemplate buying. The 
law requires that the prospectus must preoede or accompany the sale or 
delivery of a security through the mails or in interstate commerce . 30 

It is unlawful for any person to sell new securities or transport them 
in interstate commerce unless the legal requirements as to registration 
statement and prospectus have been met. To do so subjects the violator 
to criminal and civil liability . 31 Furthermore, if a registration statement 
contains an untrue statement of a material fact or the omission of re- 
quired data, private parties responsible for the registration statement are 
subject individually or as a group to civil suits . 32 An issuing corpora- 
tion can never avoid civil liability. Other responsible* parties may, how- 
ever, if they take the proper precautions. They should do all that can 
be reasonably expected of them to investigate and confirm the validity 
of statements made in the registration which their corporation has filed 
with the Commission . 33 In the matter of civil liability the act deals 

28 In J, Edward Jones v. Securities and Exchange Commission, 298 U. S. (1936), 
the Supreme Court held that a registrant has ther unqualified right to withdraw a 
registration statement before it becomes effective. Justices Cardozo, Brandeis, and 
Stone dissented from this decision. 

29 Under Section 2, Paragraph 10 of the Act as amended, certain exceptions are 
made to enable the law to operate practically. Thus, an advertisement which merely 
describes the security, states its price, indicates by whom orders will be executed, and 
designates from whom a prospectus may be obtained, is not considered a prospectus 
under the law. 

80 Sec. 5(b) (2). 

- 81 Federal Securities Act, as amended, Secs. 5 and 12. 

**Ibid. t Sec. 11(a) (f). The private responsible parties are all those who signed 
the registration statement. Directors, partners, those who consented to be named 
in the registration statement as being or about to become directors, partners, or 
similar functionaries, underwriters, and those accountants, engineers, appraisers, or 
other persons who consented to the use of their names as having prepared and certi- 
fied any part of the statement, or who actually prepared and certified any report 
or valuation made with respect to the statement, are included. 

88 See the Act, Sec. 11(b). 
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realistically with corporate control. If, by reason of stock ownership or 
otherwise, a party actually exercises control over someone who is civilly 
liable under the law, the controlling party likewise becomes liable. 84 

To avoid unfairness and undue litigation under the law, limitations are 
imposed on litigation, recovery, and damages. In any case, suits must 
be brought within three years after the security was offered or sold to the 
public. During this three-year period, suits must be brought within one 
year of the discovery of the untrue statement or the omission of a mate- 
rial fact. Recovery takes two forms. If the injured party still possesses 
the securities, he may, upon tender of these, recover the consideration 
paid for them, 35 plus interest, minus any, income derived from the securi- 
ties. Or, if he has sold the securities, the injured party may recover 
damages equivalent to the net loss involved, that is, the difference be- 
tween the price he paid for them and the price he received when he re-sold 
the securities. Where a defendant can prove that some of the loss is not 
due to errors or factual inadequacies in the registration statement, but 
to other causes, such losses are not recoverable. Nuisance suits or de- 
fenses without merit are rendered hazardous, since the court may impose 
on the unsuccessful litigant the reasonable expenses of the party with the 
meritorious case. 

The Commission may estop persons violating or about to violate the 
law and the Commission’s rules and regulations by bringing action in the 
proper court to enjoin the acts or practices. Where the violation is will- 
ful, the violator, upon conviction, may be fined not more than $5000 or 
imprisoned not more than five years, or both. Criminal proceedings 
under the Act are initiated by the Attorney-General at his discretion 
upon evidence transmitted to him by the S. E. C. 

Accomplishments of the S. E. C. 

It is difficult to measure accurately the accomplishments of the Com- 
mission in its administration of the Securities Act of 1933. Nevertheless, 
a general statement is presented showing the volume of the Commission’s 
work, and particular instances of public protection are portrayed as sam- 
ples of its worth to the public. 

In the six-year period 1935-1940, nearly 2900 approved registration 
statements covering the sale of over 17 billion dollars of securities have 
been filed with the S. E. C. The annual volume has varied between a 
low figure of 284 statements, covering 364 issues of securities valued at 
more than $900,000,000, and a high figure of 840 statements, covering 

• 4 The Act, as amended, Sec. 15. 

86 In no case can more be obtained than the price at which the security was of* 
fered to the public. 
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1266 issues valued at $4,851,000,000. The following table presents in 
detail the effective registrations in this period. 

TABLE 4 

Effective Registrations under the Securities Act of 1933 


Fiscal year 

Total Securities Effectively Registered 

ending June 
30th 

Number of 
statements 

Number of 
issues 

Amount in thou- 
sands of dollars 

1935' 

284 

364 

$ 913,130 

1936 

689 

966 

4,835,050 

1937 

840 

1266 

4,851,465 

1938 

411 

630 

2,104,714 

1939 

343 

520 

2,579,193 

1940 

306 

443 

1,786,538 


a September, 1934, to June 30, 1935. 

Source: Securities and Exchange Commission, Sixth Annual Report , "Washington, 
D. C., 1941, pp. 244-245. 


Actually, during the period represented in the table, the S. E. C. has 
examined a great many more statements than those effectively regis- 
tered. 36 More than seven hundred have been withdrawn and nearly two 
hundred have had stop or refusal orders issued against them. The ac- 
tual dollar volume of new issues examined by the Commission, therefore, 
would exceed by a considerable amount the seventeen billions effectively 
registered. It is estimated that the Commission’s personnel has scru- 
tinized data concerning about 30 per cent of all the securities actually 
offered for sale in the United States during this period. 37 A major por- 
tion of the unscrutinized securities fall into the category, “exempt from 
registration.” They are either issues of governmental bodies or of banks 
and common carriers. A few escaped the Commission because their sale 
took place through intrastate channels. 

In addition to the registration statements, the Commission’s staff has 
also examined an equivalent number of prospectuses and numerous sup- 
plementary statements and amendments. It has developed scores of 
criminal cases which were referred to the Department of Justice for ac- 
tion, and has instituted or defended a large number of civil suits under 
the Act. 

While the foregoing data portray the volume of the Commission’s work 

ge The total number filed with the Commission up to June 30, 1940, was 4453. 

* 7 Effective registration does not mean that securities are actually offered for sale; 
hence there is a discrepancy between *the amount of Securities effectively registered 
by the S. E. C. and the amount actually Qffered for sale. 
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in this field, particular instances serve better to emphasize its protective 
service to the investing public in forcing truthful disclosure of pertinent 
facts. A newly organized aircraft company, for example, proposed to 
offer more than $2,000,000 of securities to the public. In its original 
prospectus, however, it did not disclose a number of facts of vital interest 
to prospective buyers: that a substantial bloc of securities was to go to 
promoters for alleged services; that prospective shareholders were denied 
preemptive rights ; that almost unlimited dilution * of the prospective 
stockholders 1 equity might result from the issuance of warrants to under- 
writers and promoters; and that the underwriters were to control the 
majority of the board of directors. When the Commission insisted upon 
full and fair disclosure of this information the company revised its plans 
substantially. It eliminated the underwriter control and reduced the 
amount of warrants to be issued and the amount of stock to be utilized 
for promotional purposes. Publicity obviously had its values. 

In another case the Commission uncovered certain hazards of enter- 
prise which the registrant, an automobile manufacturer, preferred not to 
reveal to the prospective buyers of shares. The prospectus had not men- 
tioned that the issuing corporation might have considerable difficulty in 
obtaining working capital, and its limited' resources would make it un- 
able to conduct an extensive advertising campaign necessary for the 
successful sale of any new car. The omission of such vital information 
obviously concealed the highly speculative nature of investment in this 
venture. 

The Commission has also effected numerous downward revisions in the 
valuation of the properties of issuer corporations. A certain bottling 
company, for example, included among its assets franchise rights valued 
at $2,500,000. From other information appearing in the registration 
statement the Commission concluded that these rights were grossly over- 
valued. A hearing was conducted and stop-order proceedings were in- 
voked to prevent the issuance of the securities. The registrant there- 
upon filed with the Commission an amended balance sheet in which the 
valuation of the franchise rights was reduced to one dollar. In another 
case where tangible property was involved, a manufacturing corporation 
arbitrarily placed a value of $700,000 on properties which had cost it 
$200,000. In this way it was able to create a “surplus” of $500,000. 
Upon Commission investigation and action the value of the properties 
was reduced to the original cost figure. 

One striking instance of the protection afforded the public by an alert 
Commission relates to the recent discovery of oil in commercial quan- 
tities in the Tinsley Field in Mississippi and the expansion of oil extrac- 
tion in the Centralia and Sale Fields in Illinois. The Commission’s staff 
noted an unusual movement into these regions by promoters, security 
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salesmen, and “confidence” men, whose operations were being carefully 
watched elsewhere. Some of these persons had criminal records in se- 
curity fraud cases. Others had been subjected to disciplinary action of 
various types on previous occasions. The Commission immediately es- 
tablished a temporary office at Jackspn, Mississippi, and a sub-regional 
office at St. Louis, Missouri. In short order, the more vicious types of 
corporate promotions were effectively throttled in the oil areas. 38 Final 
judgments were obtained against several corporations and individuals. 
And a promotional newspaper was enjoined from continued publication 
of purported news articles boosting the merits of various questionable oil 
securities. The salutary effect of the Commission's work was immedi- 
ately apparent. The “con” men rapidly slunk away. Others with a 
somewhat higher sense of ethics sought advice from the Commission's 
attorneys as to methods of procedure in compliance with the statute. 
But for the speedy action of the Commission, the investing public would 
unquestionably have suffered severe financial losses from the purchase 
of unregistered oil securities. 

As public policeman of the merchandising of securities in interstate 
commerce and through the mails, as these specific illustrations indicate, 
the Commission divides securities into two categories, fraudulent and 
non-fraudulent. It attempts to prevent the sale of fraudulent securities 
if such sales fall within its jurisdiction. And it insists that, to be legiti- 
mately offered for sale, non-fraudulent securities must be truthfully rep- 
resented to prospective buyers. The Commission never acts as a public 
investment counsel. It never passes on the investment merits of non- 
fraudulent securities. 

Criticisms of the Provisions and ‘Operations of the Law 

There has been considerable criticism of the provisions and operations 
of the law. Much of it seems to lack substance and frequently amounts 
to nothing more than thoughtless carping by those who are prone to 
confuse qualified personal freedom with unrestrained license. Some 
criticisms are meritorious and deserve consideration. 

The common criticisms directed against the law and its operation are 
as follows: (1) It exempts certain types of securities that should fall 
under the jurisdiction of the law; (2) the civil liability provisions of the 
law are unduly burdensome to parties responsible for the issuance and 
sale of new securities; (3) it is an obstacle to new financing; (4) it is 


Where fraud is involved in the sale of securities in interstate commerce and 
through the mails, exemptions under the Act do not apply and the S. E. C. assumes 
jurisdiction. 
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financially too burdensome to issuer and underwriters; (5) it has forced 
issuers to place security issues directly through private rather than pub- 
lic sale; (6) it has overwhelmed the investor with complicated masses of 
information, hindering rather than helping to build up a class of informed 
investors, and (7) the law is too inflexible to allow investment bankers 
to meet the exigencies of rapidly changing market conditions. 

Some institutional investors, such as insurance companies, feel that 
exemptions of certain types of securities under the law are too broad. 
In particular, they complain about the continued exemption of state, 
county, and municipal issues. In this field of finance, deliberate mis- 
representations, omissions of material facts, and the presentation of half- 
truths are not unknown. 89 It is claimed that the framers of the Securi- 
ties Act erroneously assumed that the public character of the issuers made 
it unnecessary to subject their issues to the scrutiny of a Federal agency. 
The law is subject to justifiable criticism in this instance. It is hardly 
“cricket” to insist that securities issues of private corporations must be 
scrutinized carefully, while issues of these public bodies may be misrepre- 
sented and sold in interstate commerce to an unsuspecting public. 

It is also claimed that the law is unduly burdensome in its civil lia- 
bility provisions. These apply to directors and other responsible parties 
who sign the registration statement. The claim was possibly valid when 
applied to the Securities Act as it was originally enacted. Subsequent 
modifications introduced by amendment have relieved it of much of its 
force. Experience has shown that cases of civil liability arising under 
the law have been few. 40 Furthermore, adequate defenses are available 
to directors who really direct and maintain acceptable standards of pru- 
dence in the execution of their duties. To the extent that the liabilities 
involved decrease the willingness of some men to serve as dummy direc- 
tors in return for the hollow prestige obtained from the loan of their 
names, the present civil liability features of the law are a public benefit. 

While the presence and operation of the Act may have deterred some 
new capital financing, it is doubtful whether it has been a very serious 
deterrent. According to one authority, it is almost unanimously the 
opinion of those responsible for the investments of our large institutions 
that other economic factors are responsible. 41 Suggested proof of the 
soundness of this position is the absence of capital financing in the same 
period by railroads whose securities are exempt from regulation under 

89 See C. J. Kuhn, “The Securities Act and the Institutional Investor,” Law and 
Contemporary Problems , Vol. IV, IjTo. 1 (January, 1937), p. 86; Shaw Livermore, 
Investment Principles and Analysis (Chicago, Business Publications, Inc., 1938), 
pp. 514-515. 

40 Harold D. Koontz, Government Control of Business (Boston, Houghton Mif- 
flin Company, 1941), p. 573. 

41 Kuhn, op. cit., pp. 82-83. 



146 


PUBLIC PROTECTION FOR CORPORATE INVESTORS 


this Act. It is also noteworthy that the alleged burdens imposed by the 
Act have not deterred corporations from refinancing where financial 
economies are apparent. It follows, therefore, that new capital invest- 
ment will also not be deterred by the burdens of the Act when the proper 
economic conditions for new investment are established. 

Do the requirements of the law impose too great a cost on issuers and 
underwriters, as some critics claim? It cannot be denied that the issu- 
ing corporation does bear substantial new expenses in connection with 
security registration. A registration statement and a prospectus must be 
prepared and printed, and a filing fee must be paid to the Federal Govern- 
ment. And there is, perhaps, some additional outlay for the services of 
legal counsel, accountants, and other experts. The corporation must ex- 
ercise greater care in the preparation of pertinent financial and business 
data concerning itself and its securities. The additional cost, however, 
has not proved to be unduly large when considered in relation to the face 
value of the securities issued . 42 Moreover, as experience is gained in 
meeting the demands of the law this expense should decline. And as the 
corporation learns to prepare its data more carefully, the underwriter has 
a less costly and less burdensome task in analyzing new security issues. 
This doubtless has contributed in some measure to the decreased spread 
between the selling price of securities to the public and the price paid by 
the underwriter to the issuing corporation. Spread is based not only on 
the underwriter’s estimate of the present market risks, but also on the 
known costs of investigation, analysis, and merchandising of securities. 
Furthermore, prior to the securities legislation, the costs of the issuer and 
underwriter were lower, perhaps, than they should have been, because 
they neglected to compile adequate information or failed to disseminate 
properly the full factual data which they possessed. 

In recent years there has been a tendency for large, well-known cor- 
porations to sell their new securities directly to large institutional in- 
vestors, such as insurance companies. This issuer-to-customer merchan- 
dising method has hurt the investment bankers who formerly acted as 
' intermediaries. Since such private sales avoid the necessities of registra- 
tion with the S. E. C., the Securities Act has been blamed for the new 
'trend. Undoubtedly the irksomeness and expense attached to registra- 
tion with the Commission have contributed to the growth of private sales. 
But the economies of the direct method of placement and the encourage- 


42 Paul P. Gourrich, formerly head economist of the investment banking house of 
Kuhn, Loeb <fc Company, and sometime Director of the Research Division of the 
S. E. C., estimated that the net increase in expenses, at least for bond issues, has 
not been more than one-third of 1 per cent of face value. See P. P. Gourrich, 
“Investment Banking Methods Prior to and Since the Act/’ Law and Contemporary 
Problems, Vol. IV, No. 1 (January, 1937), pp. 68-69. 
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ment of the method by the institutional investors must not be overlooked 
when the situation is being appraised. Entire blame should not be placed 
on the regulation. 

It is alleged that the great mass of information that must be spread 
before the investor through the medium of the prospectus confuses rather 
than enlightens him and, if this is so, the whole purpose of the Act fails. 
Possibly the Commission requires too much, but there always will be 
disagreement between the regulatory body and the regulated parties as 
to what constitutes adequate information. Many of these disagreements 
are genuine and can only be ironed out through the development of ad- 
ministrative experience. In any case, since the law considers public in- 
terest as paramount, the S. E. C. must be exacting in its demands on the 
issuing corporation, so far as the registration statement is concerned. 
Possibly a briefer prospectus might be feasible. But the S. E. C. must 
continue to make pertinent information available. The job of interpre- 
tation is then up to the investor. If he is unable to interpret what he 
reads, then he should seek advice from competent counsel. While some 
investors are confused by extensive information, it is an error to say that 
investors as a group are no better off or are even worse off than they 
were prior to the regulatory legislation. We might as well argue that 
the accumulated knowledge of the present day is so confusing that we 
had better return to gutturals and cave-ways and abandon our present 
civilization. 

Recently the Securities and Exchange Commission and the investment 
industry through its representative organizations, the Investment Bank- 
ers Association of America, the National Association of Securities Deal- 
ers, the New York Stock Exchange, and the New York Curb Exchange, 
submitted extensive reports to Congressional Committees for the amend- 
ment of the securities legislation. 43 The major suggestions made for the 
revision of the Securities Act, in which the investment industry and the 
S. E. C. agree, are the following: 

(1) Simplification of procedure for the registration of new securities; 

(2) Increasing the size of issues which may be exempt from registration under 
the Act; 44 

(3) Required registration for securities sold privately, such as sales made di- 
rectly to insurance companies or other institutional investors; 

(4) Use of an abbreviated prospectus for customer solicitation, though not 
dispensing with the requirement that the customer have access to the general 
prospectus before actual sale is consummated. 

These proposals indicate either that the industry claims in regard to the 
operation of the Act have had some foundation, or that the S. E. C. is 

43 The Christian Science Monitor , August 8, 1941, p. 19. 

44 The S. E. C. proposes $300,000 as the maximum size of the exempt small issue; 
the industry proposes $500,000. 
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ready to give some ground in loosening up the operation of the Act, now 
that it has established a firm administrative foundation based on regula- 
tory experience. 

Investment bankers maintain that the law needs to be made more 
flexible to allow them legally to meet the exigencies of a rapidly chang- 
ing market. The bankers wish to be able to solicit customers during the 
waiting period and not simply supply them with information. They 
wish to make it legal to arrange, in advance of the effective date of 
registration, conditional sales agreements that would be effective upon 
submittal of the prospectus to the customer. The inference is that, in 
a changing market, the banker would be better able to place the issue 
if these tentative customer commitments were allowed. The S. E. C., 
however, is fearful of the banker proposals. Both parties have submitted 
their proposals to the proper Congressional committees for consideration 
in amending the Securities Act. From evaluation of the supporting data 
and from the clash of opinion doubtless may come amendatory legisla- 
tion permitting greater experimentation in flexibility. In any event, un- 
less the personnel of the Commission changes greatly in the future, the 
investing public can count on a continuation of policies emphasizing the 
protection of the public interest. 
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Public Protection for Corporate Investors 
(Continued) 




The interests of the great mass of investors are not involved in the sale 
of new securities, but in the market for securities which have already 
been issued and sold. 

Prior to 1934, the voluntary associations of dealers and brokers, con- 
stituting the organized security exchanges, dealt privately with the prob- 
lem of regulating the market for old securities. They established rules 
about the release of information to corporate investors. They set up 
trading rules and regulations and policed the markets. The smaller, 
unorganized, over-the-counter markets functioned as well as they could 
within the wide limits of individual ethical standards and the controls of 
fraud statutes and private legal action. But, at best, self-regulation is 
biassed, and at times it is almost certain to lose sight of the important 
public functions of the stock market. And fraud laws and private action 
have proved inadequate. Furthermore, such things as the control of 
credit used in financing market transactions and protection of the mar- 
kets from the heavy impact of economic and political disturbances ,on a 
large scale exceed the capabilities of private regulation. Misuse of cor- 
porate position by individuals and internal corporate abuses were left 
largely to the restraints of conscience and the probabilities of private 
legal action. And corporate reorganizations proceeded under a national 
bankruptcy law outmoded by the growth of corporate enterprise and 
organization. 

The stock market debacle of 1929 furnished the push which initiated 
Congressional action. An investigation of the securities market was 
made. The irregularities which were revealed convinced Congress that 
there was a real need to require full disclosure of legal, financial, and eco- 
nomic facts concerning securities already issued. It also revealed that a 
poorly informed or misinformed investing public was not only being vic- 
timized unfairly by market manipulators, but was being led easily into 
speculative excesses. The results were bad in any case. Ethical stahd- 
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ards were lowered. Distortion of security prices, whether by specula- 
tive excesses or by deliberate manipulation, destroyed the value of the 
market as a guide to investment of new savings and as a measure of the 
value of bank loan collateral. Moreover, speculative excesses used great 
quantities of bank credit. A wide-spread belief arose that too much 
credit had been siphoned into the securities markets, to the detriment of 
the economic system as a whole. This and other investigations revealed 
that corporate structures were over-complicated; that corporate officials 
used their positions of trust for private gain and took advantage of stock- 
holder dispersion and disinterest to misuse the proxy machinery; and 
that the legal machinery to effect corporate reorganizations quickly and 
fairly was inadequate for the present needs. Consequently Congress was 
compelled to pass legislation which would prevent a recurrence of these 
conditions on any large scale. The Securities Exchange Act of 1934 was 
one in a series of laws to be enacted. 

THE SECURITIES EXCHANGE ACT OF 1934 

The purposes of the Act are several. It is designed: (1) To prevent 
unfair practices on the securities exchanges and markets and to control 
other practices which might be injurious to the markets; (2) to dis- 
courage and control the use of credit to finance speculation in securities; 
(3) to compel corporations to furnish adequate information about their 
securities sold in these markets; (4) to prevent corporate officials and in- 
siders from using their advantageous positions unfairly for their own 
profit, and (5) to establish regulatory machinery to prevent market 
debacles in event of economic and political emergency. 

To attain its objectives, the law created the Securities and Exchange 
Commission and made it responsible for the administration of the Act, 
except for the rules and regulations related to the use of credit in the 
.security markets. The Board of Governors of the Federal Reserve sys- 
tem is charged with the latter responsibility. 

The law requires that the following be registered with the S. E. C.: 
(1) Organized, exchanges, unless specifically exempted from registration 
by the Commission; (2) securities listed on' the registered exchanges, and 
(3) brokers and dealers who operate in interstate commerce or through 
the mails on other than organized exchanges, that is, the over-the-counter 
operators. # Associations of brokers and dealers may also register under 
the law, although such group registration does not eliminate the necessity 
of registration by individual brokers or dealers. 1 

1 Public, No. 719 (1938), known as the Maloney Act, amending .the Securities Ex- 

change Act. 
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Registration of an exchange is initiated by filing a registration state- 
ment with the Commission. The statement must contain fundamental 
data about ^the registrant. Some of the more important required data 
are copies of the atticles of incorporation or the constitution, by-laws or 
rules of procedure, and membership. The registering organization must 
agree in its statement to supply the S. E. C. with copies of future amend- 
ments to its constitution and by-laws. It must agree also to comply, and 
compel its members to comply, with the rules and regulations developed 
under the law. The rules of each exchange must, therefore, provide for 
disciplinary action against members who violate the law. 

If a registration statement is being filed by a dealer or broker, it must 
reveal the name of the registrant, form of business organization, whether 
he is broker or dealer or both, his manner of doing business with his cus- 
tomers, i.e ., on margin, as investment counselor, or otherwise, member- 
ship on the exchanges, any past misdemeanors connected with the sale 
or purchase of securities, and other similar important information . 2 

Registration of listed securities requires the issuer to provide the ex- 
change with data similar to those provided the S. E. C. by issuers of new 
securities under the Federal Securities Act. The exchange then certifies 
these securities to the Commission. 

Ordinarily the registration becomes effective thirty days after the Com- 
mission receives either the properly executed application, if the applicant 
is an exchange or a dealer or broker, or the certification* of a registered 
exchange, if listed securities are being registered. The S. E. C. may 
shorten this period of waiting if the circumstances seem to warrant such 
action, or it may prolong it by temporary deferment of action. 

Specific practices such as wash sales 3 and matched orders , 4 which 
create on the exchanges and markets the false appearance of active trad- 
ing, or by their falsity lead to active trading, are prohibited. Violators 
are subject to civil and criminal liability. Certain other practices 
deemed dangerous to the public interest, such as short-selling 5 and price- 
pegging, are not actually outlawed, but are subject to Commission rules 
and regulations. 


2 Under the law the S. E. C. has the power to segregate find limit the functions 
of members, dealers, and brokers. 

8 Wash sales are fictitious transactions in which no change in ownership is con- 
templated or takes place. The parties involved intend to create an artificial price 
on the stock-tickers to lure the unsuspecting into the market. 

4 In matched orders the trader gives one broker an order to buy and another 
an order to sell a like amount of a stock, in a manner to raise or depress the market 
price artificially. 

8 A short sale takes place when one sells stock one does not own but expects to 
acquire later. Meanwhile one borrows the stock to make delivery. Later the stock 
is acquired and returned to the lender. The value of the practice of short-selling 
has been severely questioned. 
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The curtailment and control of credit resources which might enter 
speculative. channels is accomplished in two ways. Controls are estab- 
lished over margins, that is, the amounts that brokers require their cus- 
tomers to pay down when making speculative purchases of securities, or, 
to express it differently, the amounts that brokers lend their customers 
to facilitate stock purchases. 0 And control is established over the 
amount of borrowing which exchange members, dealers, and brokers may 
obtain from banks or other sources to carry on their security business. 
These controls are implemented by confining the sources of stock market 
credit to member banks of the Federal Reserve system, to non-member 
banks which agree to abide by the Federal Reserve rules and regulations 
regarding such credit, or to emergency lenders authorized by the Federal 
Reserve Board of Governors. The S. E. C. is responsible for the enforce- 
ment of the Reserve Board’s rules and regulations, violations of which 
are unlawful. 

The law provides several requirements to prevent corporate insiders 
from utilizing for their own profit information about the affairs of their 
corporation which, by virtue of their positions, they receiye in advance 
of the ordinary stockholders. Corporate insiders are classified as direc- 
tors, principal officers, and those who own 10 per cent or more of any 
one class of registered equity securities (stocks) of a corporation. These 
insiders are obliged to record their holdings of stock monthly with the 
Commission. Profits realized from the sale of a corporation’s listed se- 
curities by a corporate insider are recoverable by the corporation if the 
insider has not held these securities six months or more. 6 7 Legal action for 
recovery must be taken, however, within two years from the occurrence 
of the profit-taking transaction. Furthermore, corporate insiders are 
prohibited from making short sales and similar transactions. 

The law also deals realistically with the problems related to the per- 
petuation of control by corporate insiders through the misuse of the 
proxy machinery. In the case of listed corporations, proxy solicitations 
are regulated and supervised so as to assure solicited security-holders of 
adequate information. Proxy material must contain a clear statement 
of all the important actions to be taken at the corporate meetings; the 
source of the solicitations, and the interest of the solicitor in the proposed 
corporate actions. The material must be free of deception. 


6 Under Regulation T of the Securities Exchange Act the maximum loan by a 
dealer or broker to a customer is 60 per cent of the current market value of the 
securities. During the height of speculative activities in the 1920's such loans often 
ran as high as 90 per cent of the current market value of the securities purchased. 
The Board of Governors has the power to change the requirements to fit the cur- 
rent situation. 

7 There are certain exemptions under the law. Moreover, stockholders may act to 
recover the profits for the corporation in event the corporation itself fails to act. 
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As a precaution against market disturbances of exceptional propor- 
tions or of unusual nature, the Commission is given the power to suspend 
all trading on any national securities exchange for a period not exceed- 
ing ninety days, if the President of the United States approves. It may 
also suspend trading on any national securities exchange for a period not 
in excess of ten days. 

To put teeth into the Act, violators are subjected to liabilities and 
penalties. Stock exchanges may have their registrations withdrawn en- 
tirely for violations of the Act and its rules and regulations, or for failure 
to make its members and listed issuers comply. For lesser infractions, 
registrations may be suspended, though not for more than a twelve-month 
period. Willful violation by an exchange may subject it to a fine not 
exceeding $500,000. Members or officers of an exchange are subject 
either to suspension for a period not exceeding a year, or to expulsion 
from the exchange, depending on the gravity of their violations. An 
exchange member, for example, may be suspended for undertaking a 
transaction for a customer known to be violating the law. He may be 
expelled from the exchange entirely for undertaking prohibited transac- 
tions. And security issues may have their registrations withdrawn en- 
tirely, or temporarily suspended, if the issuer corporation fails to con- 
form to the law and the Commission’s rules. 

Persons who willfully violate the law and the Commission’s rules and 
regulations are criminally liable. Upon conviction, they may be fined 
as much as $10,000, imprisoned not more than two years, or both. No 
person, however, is subject to imprisonment if he can prove he had no 
knowledge of the Commission’s rules and regulations. Persons responsi- 
ble for incomplete, misleading, or false statements filed with the Com- 
mission are subjept to civil liability. 8 Injured investors, who unwittingly 
rely on the filed data, may recover actual damages by suit in the proper 
court. 4 

Other provisions designed to facilitate administration of the law deal 
with tactics designed either to embarrass the Commission or to trade on 
the prestige of the S. E. C. or the Federal Reserve Board. The Act de- 
clares it unlawful for a corporation’s officers, directors, or shareholders 
to delay or obstruct without just cause the preparation or filing of data 
required under the law. Furthermore, if an issuer fails to file required 
data,’ the Commission may impose and collect a fine of $100 per day for 
each day's delay, or it may seek to impose the criminal penalties for 
willful violation. 9 It is also unlawful for anyone to represent to prospec- 

8 Responsible persons include those who may and do control the actual violator 
and cause him to interfere directly or indirectly with the operation of the law and 
its rules and regulations. Such controlling parties are not liable, however, if they 
can prove that they acted in good faith. 

9 Criminal prosecution is a function of the Attorney-General. 
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tive purchasers or sellers of securities that the S. E. C. or the Federal 
Reserve authority has passed on the merits of, or given approval to, any 
security or any security transaction. 

The Work and Accomplishments of the S. E. C. under the Act 

The registration process which the Commission supervises under the 
Act is a large task. As of June 30, 1940, it had registered twenty na- 
tional exchanges and exempted six. Registration requires the careful 
examination of the organization of the exchanges and their rules and 
regulations. The Commission has also concluded about 6600 effective 
registrations of brokers and dealers. 10 Every month there is a consider- 
able volume of work relating to registrations due to cancellations and 
new applications. 11 Up to the end of the fiscal year, June 30, 1940, only 
one national association of over-the-counter dealers and brokers had 
filed, and had had accepted, its application for registration. During a 
span of six years since the passage of the Act, about 2900 issuers had 
filed nearly 5200 applications for the registration of securities. Since 
registered issuers must file annual and current reports with the Commis- 
sion, the annual burden of examination bulks large. It is the Commis- 
sion^ practice to examine the current reports monthly, while the work 
of scrutinizing annual reports is spread over the year. 12 The cumulative 
total of these reports up to the end of the fiscal year 1940 had reached 
nearly twenty thousand. 

The Commission also has directly scrutinized data about a great many 
securities which are admitted to unlisted trading privileges on the na- 
tional exchanges. There are various reasons for trading on an unlisted 
basis. The security may not yet have wide enough distribution to meet 
the listing requirements. The corporate management may prefer not 
to subject the security to the speculative forces of the market. What- 
ever the reasons, there were nearly 1200 such stocks and almost 350 
such bonds admitted to unlisted trading on the organized exchanges as 
of June 30, 1940. 13 Since unlisted securities, usually sponsored by some 
group of traders and investors, are not under direct jurisdiction of the 
exchanges, the Commission has assumed the responsibility for their ad- 
mission to exchange trading privileges. 14 

10 The cumulative total filed in the period May 28, 1935, to June 30, 1940, was 
11,543. See S. E. C., Sixth Annual Report , Washington, D. C., 1941, p. 112. 

11 Ibid., Table 13, p. 269. 

12 The law requires registrants to file their annual reports with the Commission 
within 120 days of the close of their fiscal year. Since fiscal and calendar years 
coincide in 78 per cent of the cases, the bulk of the annual reports are filed in April. 

12 S. E. C., Sixth Annual Report, Table 32, p. 290. 

14 In the case of listed securities, the issuer corporation is required to submit * 
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Market surveillance constitutes another major section of the Commis- 
sion's work. In enforcing the provisions of the Act outlawing the manip- 
ulation of security prices, the Commission has pursued an administrative 
policy based on the principle of prevention rather than punishment. 1 * 
Consequently, the Commission systematically observes the market be- 
havior of all securities on all the national exchanges. Stock-tickers are 
maintained in the Washington and New York offices. Prompt action is 
taken when market deviations in the price and volume of sales of any 
stock suggest that the law is being violated. In addition to its own con- 
stant check on the market, the Commission receives complaints and re- 
ports of suspicious market activities from the public and from the trade. 

If the Commission cannot satisfy itself immediately about market 
movements, it investigates more closely. Through the medium of the 
“flying quiz," it assembles essential information to complete the market 
picture. The “quiz" consists of interviews with persons who can throw 
light on the unusual market behavior. If the Commission's suspicion is 
sustained, a preliminary trading investigation takes place and a thorough 
analysis of all transactions is made. Where the results of the prelimi- 
nary investigation warrant further action, formal proceedings follow. 
During the fiscal year 1940, the Commission disposed of 145 “flying 
quizzes," and had 34 pending at the end of the year. It also undertook 
20 preliminary investigations and disposed of 13. Twenty-seven formal 
investigations, seven of which were newly initiated, were carried on and 
thirteen were disposed of in 1940. Two of these cases were turned over 
to the Attorney-General for criminal prosecution. Eight were referred 
to the exchanges for appropriate treatment. Actions were instituted in 
the remaining cases to revoke broker-dealer registrations. 

Since 1935, the S. E. C. has proceeded in many cases against issuers of 
registered securities for failure to comply with rules and regulations un- 
der the Act. In the majority of cases registrations were withdrawn. In 
the remainder, the cases were either dismissed or pending action at the 
end of the fiscal year 1940. 

In January, 1940, as a part of its work of market surveillance and 
control, the Commission adopted rules and regulations relating to security 
price stabilization and pegging. In certain instances such price controls 


detailed financial and business data to the Listing Committee of the registered 
exchange. The corporation must also agree to meet other important listing re- 
quirements. In this fashion it falls directly under the jurisdiction of the exchanges 
on which its securities are listed. Since 1910 the New York Stock Exchange has 
required all securities sold thereon to be listed. For a description of the listing 
process, requirements, and advantages, see Charles A. Dice and Wilford J. Eiteman, 
The Stock Market (New York and London, McGraw-Hill Book Company, Inc*, 
1941), Chap. 7. 

16 S. E. C., Sixth Annual Report , p. 91. 
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are necessary and desirable, for example, price-pegging of new security 
issues pending the complete placement of the securities by the investment 
underwriters. Were this not done at times, the market prices of the se- 
curities already sold might be artificially depressed, and the ability of 
the underwriters to sell the remaining shares would be impaired. On 
the other hand, pegging might have bad results for investors. The prob- 
lem of control is, therefore, a delicate one. The Commission must recon- 
cile investor protection with protection of the investment bankers who 
underwrite the sale of new issues. Its failure to perform these functions 
properly will impede the ready flow of capital into industry. 16 Up to 
the close of the fiscal year 1940, however, only one stabilization operation 
had been undertaken subject to the Commission’s rules. 17 

Of special significance to the process of market supervision has been 
the outbreak of hostilities abroad. The Commission is authorized — if in 
its opinion the public interest so Squires, and if the President approves — 
to suspend all trading on any national securities exchange for a period 
not in excess of ninety days. In April, 1938, the Commission established 
machinery to supply itself with advance market information. When 
war actually broke out in Europe the Commission used and extended its 
facilities. Studies were made to determine the amount of American se- 
curities held by the nationals of each European country, so as to measure 
the effect of security liquidation on our markets. The United States 
Treasury, the New York Stock Exchange, and certain firms specializing 
in foreign dealings cooperated with the S. E. C. to judge the volume and 
trend of transactions. In May, 1940, when a critical market situation 
appeared due to the Nazi invasion of the Netherlands and Belgium, the 
security markets declined considerably. At no time, however, did the 
market mechanism function in a disorderly fashion. Transactions were 
always possible, because breaks in the market were kept in most in- 
stances to less than a point between transactions. 18 The detailed knowl- 
edge which the Commission possessed enabled it to avoid any hasty clos- 
ing of the security exchanges, yet it stood ready to take drastic measures 
if the situation warranted it. 

As early as 1937 the S. E. C. instituted a program to inspect the ac- 
tivities of over-the-counter brokers and dealers. Inspection has been 
undertaken annually since that time. In these numerous small private 
markets the dealer-broker and customer relationship is especially sus- 
ceptible to abuse. Market inspection by the Commission has had two 
main objectives: (1) to develop among brokers and dealers a more com- 
plete understanding of their legal obligations under the law, and (2) to 

16 S. E. C., Sixth Annual Report, p. 99. 

™ Ibid., p. 98. 

18 See S. E. C., Sixth Annual Report, pp. 90-91. 
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check on dealer-broker compliance with tha law and the Commission's 
rules and regulations. Up to June 30, 1940, the Commission had dealt 
with a large number of serious violations of the law. In a large ma- 
jority of the cases registrations were revoked or denied. In other in- 
stances brokers and dealers had their registrations suspended. In the 
future the investigatory and disciplinary activities of the Commission 
should decline as associations of brokers and dealers increase or more 
dealers and brokers become members of the present association, the Na- 
tional Association of Security Dealers, Inc. The Commission will then 
supervise the self-regulating associations and, when necessary, review 
the discipline they exercise over their membership. 19 

Another phase of market supervision undertaken by the S. E. C. has to 
do with margin inspections of brokerage firms which are, for the most 
part, not members of any national securities exchange. Margin regula- 
tions, it will be recalled, are promulgated by the Board of Governors of 
the Federal Reserve, hence the S. E. C. reports to that regulatory author- 
ity. In the fiscal year 1940 the Commission inspected 160 firms, and 
it is extending its work in this field. 20 The self-regulatory work of the 
organized exchanges here complements the work of the Commission. 
The New York Stock Exchange, for example, reported several instances 
of disciplinary action against member firms which had violated margin 
regulations in 1940. 

In reviewing the work and accomplishments of the Commission under 
this Act, we should not overlook the influence the Commission has exer- 
cised over the reorganization of the nation’s two leading stock exchanges, 
the New York Stock Exchange and the New York Curb Exchange. The 
insolvency of the firm of Richard Whitney & Company and its suspension 
from membership in the New York Stock Exchange led the Commission 
to investigate "Whitney’s firm in public hearings in the spring of 1938. 
Revelation of the circumstances of the Whitney failure and the flagrant 
misappropriation of customers’ securities by Richard Whitney himself 
led the Commission and the New York Stock Exchange jointly to reap- 
praise the whole problem of protection for customers’ funds and securi- 
ties. 21 Because Whitney was a brother of a partner in the firm of J. P. 


19 The review of the disciplinary action of self-regulatory organizations is a new 
type, of S. E. C. activity. It arose in a case involving the National Association of 
Security Dealers, Inc., and seventy of its members who were held by the Association 
to have violated its fair practice rules. See The New York Times, October 8, 1941, 
p. 35. 

20 S. E. C., Sixth Annual Report, p. 97. 

21 Richard Whitney & Company had been insolvent for at least three and a half 
years prior to its collapse. Whitney himself had started his misappropriations as 
far back as 1926. See S. E. C., Report on Investigation in the Matter of Richard 
Whitney et al., Washington, D. C., 1938, Vol. I, pp. 1, 13-15, 142-146. 
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Morgan & Company and wae a powerful figure 22 on the New York Stock 
Exchange, this unfprtunate case served to strengthen materially the Com- 
mission^ position in regard to the program of reorganization, reform, and 
self-regulation which the New York Stock Exchange was reluctantly 
undertaking. 23 The S. E. C. insisted that, in its revised constitution, the 
Exchange provide for public representation on its governing board. 24 
It was no longer to be considered a private club by its members, but a 
public market with important public responsibilities. The Commission 
also insisted that, under the Exchange’s amended constitution* all gen- 
eral partners of a stock exchange member firm, and not simply those 
partners holding a seat on the Exchange, become subject to disciplinary 
action. 

The S. E. C. also considered inadequate the reorganization proposed 
by the New York Curb Exchange when it did not provide for represent- 
atives of the public on its governing board. Eventually, however, a 
satisfactory plan was proposed. The Curb’s governing board now in- 
cludes three non-member governors representing the public. 

No examination of the Commission’s work would be complete without 
giving attention to its control of proxy machinery. It will be recalled 
that the proxy mechanism has become an important part of the opera- 
tion of the modern corporation. It has also been subject to consider- 
able abuse. Pursuant to Section 14 of the Act, the Commission has 
adopted rules and regulations governing the operation of the proxy ma- 
chinery of all corporations whose securities are listed on the organized 
exchanges. Furthermore, stock exchange members, dealers, and brokers 
cannot legally give out proxies on customers’ securities in contravention 
of the rules and regulations of the S. E. C. 

It is fundamental, the Commission maintains, that corporate manage- 
ment and others who solicit proxies, consents, or authorizations from 
security-holders should furnish prescribed information in the proxy 
statement with respect to all the vital corporate matters upon which 
action is to be taken. And this information must be presented in such 
a way as to allow the stockholder to vote, or to instruct his proxy to 


22 Since 1912, Richard Whitney had been a member of the New York Stock 
Exchange. From 1919 until his expulsion in 1938, he was continuously a member 
of the Exchange’s Governing Committee. He served as Vice-President of the 
Exchange from 1927-1929 and as President from 1930-1935. At one time, 1928- 
1929, he held the post of Chairman of the Business Conduct Committee. 

28 For an interesting account of the battle between the Exchange and the S. E. C., 
see Fred Rodell, “S. E. C. v. Stock Exchange,” Fortune , Vol. XVII, No. 2 (Febru- 
ary, 1938), pp. 64 ff. 

24 The governing board now contains three public representatives. The first three 
elected w6re Carle C. Conway, Robert E. Wood, and Robert M. Hutchins. Conway 
and Wood are high officials in their respective companies, Continental Can and 
Sears, Roebuck & Company, and Hutchins is President of the University of Chicago. 
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vote, intelligently on each separate matter. At the present time the 
Commission requires that the material to be used in proxy solicitation 
be filed with the Commission ten days prior* to solicitation. This pro- 
cedure allows the Commission time to examine the material and detect 
deficiencies. Accordingly, the embarrassment of sending out supple- 
mentary information to correct deficiencies is largely avoided. 

As a protection to minority interests, the rules of the Commission pro- 
vide that such interests shall have the opportunity to present their 
proposals to the stockholders. Providing the management is given ade- 
quate time, it must include in its proxy material the proposals of others. 
It must also give the stockholders an opportunity to state whether their 
proxies shall be voted for or against these proposals. Whenever an in- 
dependent solicitation of proxies is desired, the proxy rules provide that 
the management group must cooperate in mailing the soliciting literature 
of the minority or outside interest. 25 

Since the proxy rules of the Commission may be inadvertently or 
deliberately misinterpreted, the Commission devotes considerable time to 
conferences with corporate representatives who prepare proxy "material. 
The policy eliminates many difficulties at their inception. Despite this 
preliminary work, the Commission must examine carefully all the proxy 
solicitation material that is filed with it. Some idea of the annual vol- 
ume of work entailed is suggested by the statistical record. The Com- 
mission examined more than sixteen hundred separate pieces of proxy 
material and more than four hundred supplementary pieces in the fiscal 
year 1940. The volume of the work has been, large, and an appreciation 
of its value can be suggested by references to particular instances of the 
protection accorded the public. 

Because of unlawful market manipulation, for example, the S. E. C. 
expelled one market operator, and temporarily suspended his two asso- 
ciates, from trading on five organized stock exchanges of which they 
were members. In this case the principal operator bought and sold 
large blocks of airplane stock on two West Coast exchanges shortly after 
his two associates had purchased an option on 160,000 shares. The op- 
tion was to be exercised in blocks of 20,000 shares within a specified 
price range. Carrying on his trading in the names of two impecunious 


25 Rule X-14A-6. The extent of cooperation is as follows. Upon written request 
of the applicant, the issuer shall furnish a statement of the approximate number of 
recorded holders of any class of securities entitled to proxy solicitation by tfie 
issuer or its management, and an estimate of the cost of mailing a specified form 
of proxy to such holders, and shall mail the properly packaged proxy material with 
reasonable promptness. The applicant must reimburse the issuer corporation for 
the reasonable expenses involved or provide a surety bond to cover the expenses. 
The corporation need not mail the material of the other interests prior to the first 
day of its own proxy solicitation. 
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friends, the principal operator sought to stimulate market activity and 
raise the price of the shares. When the market price rose high enough 
the option was exercised. These securities were then sold in the artificially 
stimulated market at a considerable margin of profit per share to the 
chief manipulator and his associates. The order of expulsion was con- 
tested in the courts, but the Circuit Court of Appeals upheld the Com- 
mission. 26 

Without public supervision, the principal-and-agent relation between 
customer and broker can be exceedingly dangerous to the principal un- 
less he is very experienced and alert. This is illustrated in actions of 
the Commonwealth Stock and Bond Company. This company induced 
some of its elderly customers, whose savings were invested in certain 
securities, to execute orders giving the Commonwealth permission to dis- 
pose of these securities and replace them with others. Actually the 
brokerage firm merely substituted securities of lower value and retained 
for itself, as a secret profit, the difference between the old and new invest- 
ments. 27 The S. E. C. uncovered the fraud and revoked the firm’s 
registration. In another instance, the S. E. C. revoked a dealer’s regis- 
tration for a similar violation of customer faith. 28 The dealer, who was 
also a' broker, persuaded his customer to part with certain securities in 
order to obtain others yielding a better rate of return. Acting as agent, 
the broker sold his customer’s securities and took the proceeds to buy 
certain bonds for his own account. After a few days, as dealer, he sold 
these bonds to his customer at a very considerable advance in price. He 
knew that his customer was ignorant of the true market price of the 
r bonds and unaware of the price mark-up taken by the dealer. These 
vicious and fraudulent practices occurred not only once but several times 
with customers of this broker-dealer. Obviously, if such violations of 
trust occur when a Federal agency is present to act in the public interest, 
there is little doubt that similar and worse violations took place with 
greater frequency in the absence of public supervision. 

The Commission has also exposed some interesting cases while super- 
vising the proxy machinery. In one instance a company sought to hold 
a special meeting to amend its by-laws concerning a quorum. It sought 
common stockholder consent to reduce quorum requirements from 50 
per cent to 33% per cent of the stock entitled to vote. No mention was 
made in the proxy material, however, of the fact that the president of 


* 26 Wright v . S. E. C., 112 Fed. (2nd) 89-96 (1940). In this case the court also 
held that the S. E. C. order of expulsion was not a punishment for past offenses 
but a means of protecting investors. 

27 S. E. C., Sixth Annual Report, p. 111. 

28 In the matter of Duker & Duker, S. E. C., Decisions and Reports , VoL VI, pp. 
386-390, 
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the corporation owned 38 per cent of the common (voting) stock. The 
S. E. C. insisted that this indispensable information be included in the 
proxy data to permit intelligent stockholder action. The corporate man- 
agement agreed, but later abandoned the whole proposal. 29 In another 
instance the Commission averted grief for stockholders when it insisted 
that the complete truth be substituted for the partial truth. A corporate 
management was soliciting stockholder approval of the company’s dis- 
solution. The president of the company urged both the preferred and 
the common stockholders to vote for dissolution. There was nothing in 
the proxy material, however, that would clearly inform the common 
stockholders whether or not there would be any funds available for them 
in the event of dissolution. The president implied that the common 
stockholders would get something, when he stated that he owned six and 
a half times as many shares of common as he owned of preferred. But 
he did not tell the shareholders that for each share of preferred stock 
there were outstanding eight shares of common, and hence his propor- 
tionate interest in value terms was greater in the preferred stock than 
in the common. Obviously his statement as to his own holdings, and 
the implication as to the effect that dissolution would have on him, were 
misleading. 80 The Commission compelled a reluctant corporation man- 
agement to re-state the facts to avoid deception. 

Criticisms of the Securities Exchange Act and Its Administration 

Almost inevitably the Act and its administration have been exposed to 
criticism from groups and interests that are affected. Three general 
claims have been made against the Act: that it is too strict; that it oper^ 
ates unfairly, and that it has deleterious effects on the stock markets. 

In the separate reports which the S. E. C. and the representatives of 
the securities marketing industry 81 submitted to Congress in August, 
1941, both groups suggested changes in the law. On many of these 
proposed changes, largely technical in character, the industry and the 
Commission are in substantial agreement. 32 For instance, both agree 
that it is desirable to extend the registration of brokers and dealers to 
partners of firms and to officers and directors of corporations operating 
in the stock markets. And they both believe that the Commission should 
proceed against an individual allegedly violating the law without taking 
action against the entire organization of which he is a part. The in- 

29 S.,E. C., Fifth Annual Report , p. 61. 

80 S. E. C., Fourth Annual Report , p. 70. 

81 Chiefly the Investment Bankers Association of America, the National Associa- 
tion of Securities Dealers, the New York Stock Exchange, and the New York Curb 
Exchange. 

82 The Christian Science Monitor, August 8. 1941, p. 19. 
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justice of subjecting a whole organization to the unfavorable publicity 
arising from the misdeeds of one person is to be avoided. The Commis- 
sion also wished to extend proxy regulations to companies whose securi- 
ties are traded over the counter. The New York Stock Exchange wel- 
comes this proposal, since the present arrangement does not enhance the 
popularity of the organized exchanges. Another proposal, in which the 
industry concurs, would prohibit the withdrawal of broker-dealer regis- 
tration while a revocation proceeding is in progress. The prohibition 
would check withdrawals made to avoid full disclosure of the facts. 

The industry has often complained, however, about the provisions of 
the law that require corporate insiders to give their corporation any 
profits derived from dealings in securities made within six months of 
the purchase transaction . 33 It is claimed that the provisions are unfair 
to individuals, work injury on the stock market and are easily evaded. 

The alleged unfairness arises from the fact that insiders are not com- 
pensated for losses sustained in market transactions in their company’s 
stock. This argument, however, overlooks the fact that the real purpose 
of the law is to discourage insiders from speculating in their company’s 
securities. While it may be true that insiders enter the market not to 
speculate but to thwart others who may be trying to manipulate the price 
of a corporation’s stock, it is doubtful if their action offers the best 
means to prevent such manipulation. Its control is more properly a 
function of the police powers of the Commission. 

The market injury argument is based on the decline of trading volume. 
Insiders are unwilling to trade, because their profits belong to their cor- 
poration, while they must shoulder the losses. With this loss of vol- 
ume the market becomes thinner and less continuous. The range be- 
tween bid and asked quotations is widened, and price spreads from sale 
to sale are greater. There is no question that the volume of trading has 
diminished on the securities markets as the new law and its rules and 
regulations have become effective. But, as one authority suggests, the 
diminution in trading and the discontinuity of the market cannot be 
blamed on any single government regulation, but are the results of a long 
succession of new rules and regulations . 34 Furthermore, a discontinuous 
market may have come about for other reasons, such as a greater caution 
on the part of market traders as they gain access to more complete 
market information . 85 The uncertainty regarding the exact factors 
which have contributed to the decline in market volume suggests the 

**See The 'Wall Street Journal, Vol. CXIII, No. 61 (March 16, 1939), Recom- 
mendations of the National Security Exchanges Committee, p. 6; and The Com- 
mercial and Financial Chronicle, July 13, 1940, pp. 163-154. 

* 4 James C. Dolley, “Government Regulation of Stock Trading,” American Eco- 
nomic Review, Vol. XXVIII, No. 1 (March, 193S), p. 24. 

85 Paul M. Sweezy, “The Thinness of the Stock Market,” American Economic 
Review, Vol. XXVIII, No. 4 (December, 1938), pp. 747-748. 
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desirability of a cautious policy in changing the law or its rules and 
regulations. Meanwhile, the investing public should make up its mind 
whether it prefers a more discontinuous market, which registers prices 
relieved of much of the speculative influence, or a more speculative mar- 
ket in which margins between successive transactions are narrower . 80 

The argument that insiders who wish to speculate on the market may 
easily evade this provision of the law suggests the need for closer Com- 
mission supervision, rather than modification of the law. Furthermore, 
if evasion is wide-spread, as the argument implies, then the recapture of 
insider profits has no great effect on the thinness of the market. The 
industry proponents cannot effectively support both arguments simul- 
taneously. 

The Commission’s rules and regulations about proxy solicitation have 
also been criticized. It is claimed that they are too severe and impose 
an excessive cost on corporations. The complaint is similar to that con- 
cerning the registration statement and prospectus under the Securities 
Act. Does the complaint arise from the stockholders, or is it a com- 
plaint ef management? If stockholders object to their corporations 
spending too much money to inform them precisely and fully of proposed 
actions at annual and special meetings, then the Commission would do 
well to be less exacting about this phase of the law. On the other hand, 
if the criticism emanates from management the objection loses much of 
its force. Experience indicates that the Commission must be exacting 
if stockholders’ interests are to be protected adequately. 

Few, if any, members of the securities industry publicly oppose the 
principle of market regulation. Objections are directed to particular sec- 
tions of the law or to the Commission’s rules and regulations. A spokes- 
man for the Investment Bankers Association has declared in a joint 
S. E. C.-industry conference that the area of agreement between the 
industry and the Commission far overshadows the disagreements . 37 
Newspaper opinion also indicates that there exists in Wall Street a gen- 
eral belief that the security and market regulation is fundamentally 
helpful to the industry . 38 

THE PUBLIC UTILITY HOLDING COMPANY ACT OF I <135 89 

In an earlier chapter the evils of the holding company as they affected 
various interests, including the investor, were pointed out. Many of the 
abuses, it will be recalled, were facilitated by excessive pyramiding of 

" 86 A discontinuous market is less liquid, that is, the difficulties of selling securities 
Without loss are enhanced by wider price movements. 

The Christian Science Monitor, August 8, 1941, p. 19. 

88 C/. B. H. McCormack, The Wall Street Journal , January 2, 1940, p. 16. 

88 Title I. 
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the financial structure, particularly in the case of the public utility cor- 
porations. After a popular outcry against the abuses, featured in the 
Insull, Foshay, and other utility company financial scandals, Congress 
passed the Public Utility Holding Company Act of 1935. Appraisal of 
the law and its administration will show not only the protections now 
afforded investors in the utility field, but also a procedure that might 
offer public protection for any of the ordinary fields of industry in which 
holding company faults become pronounced. 40 

The broad purpose of the Act is to protect investors and consumers 
from the abuses and evils committed behind and within the intricate 
structure of the holding company. Since protection of consumers of 
utility services falls outside the scope of this study, we shall confine our- 
selves to the more important protections afforded investors. In this re- 
gard, the Act, through the medium of the Commission, undertakes sev- 
eral related tasks, namely: (1) To supervise and, if necessary, re-vamp 
the financial structures of public utility holding companies; (2) to estab- 
lish and maintain equitable investor relations within holding company 
systems, and (3) to maintain equitable business and financial connec- 
tions between holding companies, their subsidiaries and affiliates. 41 

To accomplish these purposes, the Act requires that, with certain ex- 
ceptions, 42 all public utility holding companies register with the S. E. C. 
Proper registration requires the filing with the Commission of detailed 
information about the holding company, its subsidiaries and affiliates. 
Among the more important required data are incorporation certificates; 
by-laws; financial organization; voting trust agreements; terms, rights 
and privileges of outstanding securities; arrangements with investment 
underwriters; and balance sheets and income accounts of the five years 
preceding registration. In addition, the Commission may require the 
submittal of all information it considers necessary to protect the public 


40 Two well-known authorities on security analysis warn investors and investment 
analysts that the ingenious talents of promoters of corporate holding company 
superstructures may be directed towards industrials in the future as opportunities 
elsewhere are restricted. See Graham and Dodd, op. cit. (revised edition), p. 668. 

41 “Affiliate” includes any person or company owning or controlling 5 per cent 
or more of the voting securities of the company, any officer or director of a specified 
company or its affiliate, and persons who are so related to the specified company 
as to interfere with arm’s-length bargaining. 

42 If it appears not to be detrimental to investors and consumers, the S. E. C. 
will exempt from registration any holding company (and its subsidiaries) under the 
following conditions: where business and income are derived largely from intra- 
state activity; where the holding company and its subsidiaries are, engaged largely 
in other than public utility business; where a company is a holding company tem* 
porarily by reason of securities acquired through a debt, a liquidation process, or 
an underwriting agreement; and where the public utility company does not extend 
its Operations beyond the state in which it is organized »nd the states contiguous 
to it. 
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interest. In the event that certain companies refuse to register, they 
are prohibited from using the mails and other agencies of interstate 
commerce. This practically means they cannot do public utility business. 

Registration is but the first step in the control of the public utility 
holding company financial structure. Security issuance by registered 
organizations is also subject to strict supervision. The utility corpora- 
tion must file and have approved by the S. E. C. a declaration regarding 
the security to be issued. No declaration can become effective 43 if the 
security is a preferred stock or an unsecured bond, except in cases where 
the S. E. C. recognizes the urgent need to use such securities, as in the 
instances of re-finance or receivership. Financial structures of the fu- 
ture will thus be simpler and of better quality. The S. E. C. may bar 
a declaration from becoming effective for a variety of important reasons. 
In general, the proposed securities must not be unsuited to the utility’s 
earning power and existing financial structure. They must not be unduly 
risky nor likely to be injurious, because of their terms and conditions of 
sale, to the interests of investors, consumers, and the general public. 
Efficiently applied, the conditions of rejection should protect the public 
and utility corporations from unworthy control interests which might 
otherwise establish faulty capital structures. And investors are pro- 
tected not only from the consequences of faulty capitalization, but also 
from excessive costs in marketing securities and from investment posi- 
tions unfair to the holders of various classes of securities within the cor- 
poration. 

With certain exceptions, the law further requires that registered com- 
panies obtain S. E. C. approval to acquire the securities or assets of any 
business. Commission approval is granted if adequate information is 
submitted to indicate that the acquisitions are economically and finan- 
cially justified and state laws are not being violated. By* such restric- 
tions the future development of utility holding companies is to be 
controlled. 

Reconstruction of holding company systems is also provided under 
the law. The S. E. C. must investigate the structure of each registered 
holding company and its subsidiaries. The objectives are several. Fi- 
nancial structures are to be simplified. Stockholder voting rights are to 
be equitably distributed. Companies are to be restricted to those prop- 
erties and operations necessary to an “integrated public utility system.” 44 


48 The S. E. C. may waive its right to control if a state commission has approved 
a security issue. 

44 The Act defines an integrated public utility system to mean one the assets of 
which are either physically connected or capable of physical connection with one 
another and which, under normal conditions, may be operated economically as a 
single, interconnected, coordinated system confined to a single area or region, in 
one or more states, but not so large as to impair the advantages of local manage- 
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Provision is made also for the Commission to allow a registered holding 
company to control one or more additional integrated systems if, upon 
investigation, it appears to be uneconomical or contrary to the public 
interest to do otherwise. In the establishment or maintenance of inte- 
grated systems, pyramiding of the corporate structure cannot be too 
complicated. Holding companies beyond second degree are forbidden, 
that is, holding companies are not allowed to exist if they are built on a 
holding company which has a subsidiary which is a holding company. 
To insure that reconstruction shall proceed under S. E. C. direction, un- 
controlled solicitation of stockholder consent by mail or other instru- 
mentalities of interstate commerce is prohibited. The Commission must 
first have approved the plan or have been its sponsor. Even then solici- 
tation of proxies must proceed according to the law and the S. E. C. 
rules and regulations. 

To force simplification and integration the Commission may request 
the court to appoint it (or some other party) a trustee to take the neces- 
sary steps. And, in the event that reorganization arises from receiver- 
ship, the receiver or trustee must be either the Commission or some party 
approved by it. In the latter case, the plans of reorganization must re- 
ceive Commission approval prior to submittal to the court. Where 
registered folding company systems proceed voluntarily to simplify and 
integrate, they, too, must obtain S. E. C. approval of their plans. 

It is obvious that*these important objectives of the Act can only be 
met by correct procedure. For example, concepts of proper integration 
differ. And the process of financial reorganization may eliminate cer- 
tain inequities among investors only to establish others. Much ill-will 
and needless expense may be avoided, therefore, if the changes are guided 
by a competent public administrative body. 

Tight controls are established by the law to insure equitable business 
and financial relations between companies in a utility holding company 
system. Holding companies cannot borrow from subsidiaries or from 
holding companies of the same degree, though past loans may lawfully 
be renewed. Loans by holding companies to subsidiaries, the so-called 
“downstream loans,” must conform to S. E. C. regulations. 

The Commission also has the power to establish rules and regulations 
governing a great array of other important inter-company and intra- 
company transactions.. Thus, it controls dividend payments; acquisi- 
tion, sale, redemption, and retirement of securities; sale of assets; proxy 
solicitations; and transactions relating to accounts and costs, reports, 
maintenance of competition, and so forth, between companies in the same 


ment, efficient operation, and effective regulation. See the Act, Section 2(a) 
(29) (B). 
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system or affiliates of that system. Service, sales, and construction con- 
tracts by means of which holding companies often took advantage of 
subsidiaries are now definitely under Commission control. Holding com- 
panies cannot lawfully make such contracts, and subsidiaries and af- 
filiates may make them only under S. E. C. jurisdiction. In the event 
that mutual service companies or persons perform such contracts, they 
must operate under Commission rules and regulations. And a mutual 
service company must have S. E. C. approval of its ownership, costs, 
revenues, and the like. 

The law also provides for the deflation and control of the political 
power of the public utilities. Political contributions by any registered 
company, directly or indirectly, are prohibited. And employed or re- 
tained persons, representing registered utility companies before Congress, 
Congressional committees, or Federal agencies (S. E. C. and Federal 
Power Commission) cannot legally act in behalf of their employer or 
client without first registering with the S. E. C. They must reveal to 
the Commission who employs them and how much they are to be paid, 
as well as the subject-matter of their lobbying activities. During his 
employment the lobbyist must render a financial statement to the Com- 
mission each month, indicating the amount of expenses incurred and the 
compensation received for lobbying. In the future a public record of 
the cost of pressure groups in this field will be available. 

Officers and directors of registered holding companies and their sub- 
sidiaries must file a record of their security holdings in any of the com- 
panies in the system and make monthly reports of their current owner- 
ship position. Profits which they derive from purchase or sale of such 
securities not held longer than six months may be recovered by the hold- 
ing company or subsidiary company under the conditions laid down in 
the law. The Commission has the power, however, to exempt certain 
instances when it is in the public interest. 

And finally, the law is made more effective by providing civil and 
criminal penalties. These provisions of the law are quite similar to 
those found in the Securities and Exchange Act. Willful violations may 
bring fine or imprisonment or both to convicted parties, with a maximum 
penalty placed at $10,000 and two years in the penitentiary. Holding 
companies which engage unlawfully in transactions without registration 
are subject to a fine not in excess of $200,000. And in civil suit, parties 
who unknowingly relied on false statements may recover actual damages. 

The Work and Accomplishments of the Commission under the Act 

As of June 30, 1940, the Commission had registered 144 public utility 
holding companies with total consolidated assets of nearly fourteen and 



168 PUBLIC PROTECTION FOR CORPORATE INVESTORS (Continued) 


a half billion dollars. These holding companies comprise 55 systems 
and include nearly fifteen hundred holding, sub-holding, and operating 
companies. 45 

The Commission has not been very successful in its efforts to en- 
courage holding company systems to comply voluntarily in the geo- 
graphic and financial simplification of their corporate structures. Up to 
the end of the fiscal year 1940, only 24 applications for simplification had 
been received, and these involved minor organizations. The Commis- 
sion approved seven of these. Several were withdrawn or dismissed, and 
the others were pending. 46 In view of this record the Commission in 
1940 launched formal proceedings to force integration on nine major 
utility systems, and simplification proceedings were initiated in three 
cases. Among the systems involved are such giants as Electric Bond & 
Share, Commonwealth & Southern, United Gas Improvement, and Mid- 
dle West Corporation. The combined assets of the companies involved 
considerably exceed half of the combined assets of all the systems regis- 
tered under the Act. 

From 1935 to 1940 the Commission has had filed with it a great many 
applications concerning the acquisition or sale of utility company securi- 
ties or other assets. Though some of these applications were withdrawn 
or dismissed for various reasons, the Commission has seldom denied any 
c ii the applications. 

The S. E. C. has been a participant in the reorganization of numerous 
registered holding companies which have experienced financial difficulties. 
The most important of these reorganizations under Commission super- 
vision has been that of the Associated Gas & Electric Company. Experi- 
ence indicates that the Commission is forced to deny approval to reor- 
ganization plans in but a few instances. 

From December 1, 1935, the effective date of the Act, to June 30, 1940, 
the Commission has examined effective declarations relating to the issu- 
ance of new securities amounting to nearly three billion dollars. The 
S. E. C. is especially careful to examine proposed new issues in relation 
to their effects on corporate capitalization. In addition, by careful 
scrutiny the rights and privileges of investors in the new issues are con- 
sidered for their fairness in relation to securities outstanding, prospective 
earning power, and so forth. 

In the exercise of its power to supervise dividend policy of utility com- 
panies under the Act, the S. E. C. must and does do a very considerable 
amount of work. 47 This is equally true of its activities to protect the 
public by supervising the interconnections of investment underwriters and 
utility corporations issuing securities. Where corporation-banker agree- 

45 S. E. C., Sixth Annual Report, p. 11. 

46 S. E. C., Sixth Annual Report , p. 18. 

47 See, for example, S. E. C., Sixth Annual Report , pp. 36-42 
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ments are not the result of arm’s-length bargaining, abuses may develop 
if careful supervision is lacking. 

Up to June 30, 1940, the Commission had received many applications 
of mutual service and subsidiary companies that wished to enter into 
service, sales, and construction contracts with operating utilities. The 
Commission has seldom had to disqualify the applicants. In this phase 
of its activities the work of the Commission is more extensive and dif- 
ficult than it appears. The S. E. C. must make office and field studies 
to determine whether these service companies operate at cost and whether 
the costs are allocated equitably among those receiving the service. 

Under the section of the law pertaining to political contributions, var- 
ious investigations have been pursued. The outstanding one concerned 
the Union Electric Company of Missouri and other subsidiaries of the 
North American Company. 

Criticisms of the Act and Its Administration 

Criticisms of any regulatory law arise from anticipations of its con- 
sequences and from the actual results achieved by its application. With 
respect to anticipated consequences, the public utility industry has enter- 
tained gloomy notions and has had few words of praise for the law. In 
regard to results, criticism must be reserved so far as actual integration 
of holding company systems is concerned. Proceedings have not yet de- 
veloped sufficiently far to warrant critical comment. When integration 
has been completed in enough cases and these re-vamped utility systems 
have operated for some time, then the Commission’s judgment can be put 
to the acid test of observed results. In regard to the application of other 
important sections of the law, the Commission’s record looks impressive. 
Certainly utility investors in general (and consumers) have not been' 
injured. In the incipient stages of the law’s administration th^re was 
some validity to the criticism that the requirements were unduly burden- 
some. The claim has less validity now, since the Commission has gained 
experience. And, in any case, the criticism is hardly fundamental in 
view of past abuses in the industry and the strong public approval of the 
broad objectives of the law. 

OTHER FEDERAL LEGISLATION VITAL TO INVESTORS 

The Congress has passed other important laws vital to investors. Two 
of these we shall describe aind briefly discuss. 48 In chronological order, 

48 A third, the Investment Company and Investment Advisers Act of 1940, falls 
under the jurisdiction of the Commission and is important to investors, but lies 
somewhat outside the scope of our study. 
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they are the Chandler Act of 1938 49 and the Trust Indenture Act of 
1939. 50 

The Chandler Act of 1938 

When a small business reaches that point where it is unable to meet its 
current obligations and has exhausted its credit, the business will be 
liquidated. The assets are sold and the proceeds are used to meet debts. 
Balances, if any, in excess of debts are then distributed in accordance 
with the recognized rights of shareholders. In most large businesses, 
however, specialized plant and equipment preclude liquidation. The 
forced sale of assets, either separately or as a whole, is likely to result in 
terrific losses. Consequently, in such cases, bankruptcy leads preferably 
to reorganization. And reorganization involves a readjustment of prop- 
erty rights by a process of scaling down values, meeting bona fide claims 
of creditor groups fairly, and readjusting investor property rights equita- 
bly. The complexities of reorganization of a modern large corporation 
are obvious. 

Up to 1934, the reorganization process was conducted through courts 
of equity. 61 The court appointed a receiver to maintain the corporate 
properties intact, pending the formulation of an equitable plan of reor- 
ganization. The process did not interfere with previously acquired liens 
or priorities of particular creditors. It was intended that creditors’ rights 
be protected, but the rights and claims of all parties should be consid- 
ered, even those of the public. While the receiver operated the properties 
and kept them intact, the various interested parties worked out a read- 
justment of claims and a reorganization plan which included the acquisi- 
tion of the assets through a receiver’s sale. 62 To facilitate the process, 
the court fixed a minimum price below which it would not approve a sale. 
With this as a guide, reorganization proceedings were pushed through to 
completion.' 

Despite the presence of the equity court, abuses crept in and thwarted 
the intention of the law. Usually, while there were protective commit- 
tees looking after the interests of the various groups, many security- 
holders were left without direct representation. And protective com- 
mittees were often established by those who were more interested in 


Public, No. 696, June 22, 1938. 

' so public, No. 253, August 3, 1939. 

61 Much of the material about corporate organization is drawn from Norman S. 
Buchanan, The Economics of Corporate Enterprise (New York, Henry Holt and 
Company, 1940) . 

* a Bidders at the receiver’s sale are rarely numerous. In fact, the reorganization 
committee, however designated, is usually the sole bidder. 
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their fees than in their clients. Furthermore, it was not uncommon for 
the debtor to continue to direct the use of corporate properties, with the 
result that during reorganization assets were further dissipated. 

These faults and the deep distress of the business world in the early 
thirties called for a new approach to the bankruptcy problem. In 1934 
Congress passed the Corporate Reorganization Act (Sections 77A and 
77B of the Bankruptcy Act), which it again amended in 1935. In 1938 
it passed the Chandler Bill, which is now known as Chapter X of the 
Bankruptcy Act. In its formulation of the Chandler Law, Congress was 
much influenced by the exhaustive study which the S. E* C. had made 
on corporate reorganization and protective committees. 53 

Under the present bankruptcy law providing machinery for corporate 
reorganization 54 in the Federal Courts, the S. E. C. has the following 
duties: (1) To participate in reorganization proceedings at the request 
or the approval of the court in order to render expert assistance to the 
court and to investors, and (2) to prepare for the courts and investors 
formal advisory reports on organization matters submitted to it by any 
Federal Court. 

Where the debts of a corporation in reorganization process exceed 
$3,000,000, the Court must submit to S. E. C. scrutiny any plans of reor- 
ganization. And the Court must hold in abeyance its approval of any 
plan until the Commission makes its report or indicates that it is not to 
report. When the Court approves a plan and submits it to all the af- 
fected parties the Commission’s report, if any, must accompany it. If 
the debts of the corporation are less than $3,000,000 the Court need not 
consult the S. E. C., but may do so if it desires. 

In its advisory capacity, between 1938 and the end of the fiscal year 
1940, the S. E. C. has been a party to numerous proceedings to reorgan- 
ize financially distressed corporations with combined assets of over 
$2,000,000,000 and debts of nearly $1,300,000,000. 55 

The law also provides that, except for small corporations, 56 the court 
may no longer exercise its discretion between appointing a trustee for 
the properties and continuing the debtor in possession. A trustee must 
be appointed, 57 and he must be a disinterested party. This precludes 

53 Report on the Study and Investigation of the Work, Activities, Personnel and 
Functions of Protective and Reorganization Committees. The first volume of this 
report appeared in 1936. 

84 Railroad corporations are not included, since special legislation is provided for 
them. 

66 S. E. C., Sixth Annual Report, pp. 53-54. 

86 Those whose debt is less than $250,000. 

87 The Court may appoint some executive of the bankrupt corporation as a 
trustee to serve under the main, independent trustee. The purpose of this arrange- 
ment is to assist the main trustee by providing the skill and services of someone 
intimate with the properties and the business. 
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creditors, stockholders, officers, directors, and recent underwriters of 
the securities of the distressed corporation from serving in that capac- 
ity. 

In short, the present law is based on the principles of full disclosure, 
unbiassed trusteeship, and public representation through the medium of 
the S. E. C. With these principles there can be little quarrel. The re- 
sults depend on the competence of the trustees and the soundness of Com- 
mission advice. 

The Trust Indenture Act of 1939 

A development of interest to holders of corporation bonds, notes, and 
similar instruments is the passage of the Trust Indenture Act of 1939 as 
a supplement to the Securities Act of 1933. Usually, when issuing bonds, 
a corporation makes appropriate arrangements with a trustee to act as 
representative of the bondholder interests, which are stated in an instru- 
ment known as an indenture or agreement. In the event that the cor- 
poration defaults on its agreement in any way the trustee, and the trustee 
only, takes action against the corporation. Bondholders must therefore 
rely very heavily on the trustee to be independent of the corporation, 
alert, capable, and willing to act quickly. Investigation, however, has 
revealed that indentures have been deficient in disclosure and trustees 
have not had the necessary qualifications to protect the beneficiaries. 
The Trust Indenture Act is designed, among other things, to eliminate 
both of these unfortunate conditions. 

Under the Act full and fair disclosure must be made of the essential 
conditions of trust indentures underlying a corporation’s bonds, notes, 
and so forth, not only at the time of original sale, but thereafter. The 
procedure to obtain full disclosure follows that of security issuance under 
the Securities Act of 1933. In fact, the Securities Act is the model fol- 
lowed with respect to exemptions, nature of violations, criminal and civil 
liabilities, and the like. The Indenture Act also sets up eligibility re- 
quirements for trustees, for example, minimum capital requirements and 
an absence of direct or indirect interest in the debtor company. In addi- 
tion, it prescribes trustee procedure and' relations with bondholders and 
similar creditors. The purpose of all these requirements and specifica- 
tions is to place trustee behavior on the high standard of the leading trust 
companies. 

The Commission’s work in this field has only recently gotten under 
way. Nevertheless, up to the end of the fiscal year 1940, it had had filed 
with it indentures relating to total offerings of more than six hundred 
million dollars. In addition, it has had to pass on numerous trustee 
statements of eligibility and qualification during the same period. 
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SUMMARY AND CONCLUSION 

It is evident that Congress has made a broad and intensive attack on 
the problems relating to corporation finance and the securities markets. 
Certainly it can be said without refutation that the public has been pro- 
vided the machinery with which to forestall or to meet the problems aris- 
ing from the misuse of important institutions — the modern corporation 
and the securities system. Under the law the principle of full and fair 
disclosure of information concerning securities, new and old, sold in in- 
terstate commerce and on the organized exchanges has been established. 
Corporate insiders are no longer capable of taking advantage of their 
preferred positions either by the misuse of the proxy machinery or by 
the use of advance information likely to affect the value of their corpora- 
tion’s shares. Transactions between corporations and their directors and 
officers, including annual compensation of $25,000 or more, are exposed to 
public scrutiny. The law and the S. E. C. have improved the operation 
of the exchanges, impressed them with the magnitude of their public 
service, “squelched” many of the questionable practices followed within 
their walls, and provided controls for many phases of their work. They 
have also offered protection to the public from the abuses of the unor- 
ganized markets, and caused operators therein to establish their own 
organizations for self-regulation under Federal supervision. 

In the public utility field, the law has gone even further than else- 
where. Not only have holding companies been required to register under 
the law, but they are also required to re-vamp their geographic and 
financial structures when necessary and desirable. Unless the Commis- 
sion relaxes its vigilance and insistence, excessive pyramiding will disap- 
pear, Moreover, the law places utility inter-company transactions, rela- 
tions with investment bankers, and dividend policy under government 
scrutiny, and requires utility lobbyists to register with the S. E. C. and 
account for compensation received in such employment. In addition, 
holding company officers and directors, as in the case of similar servants 
( of other corporations whose securities are sold in public markets, must 
turn over stock market profits to their corporations if they have not held 
their ebrporation’s securities six months or more before trading. Other- 
wise the corporation may sue to recover the profits. 

Corporate reorganization procedure has been improved and the public 
interest in this financial proceeding has been emphasized. More im- 
partial treatment of all parties to reorganization is* assured by the par- 
ticipation of the Securities and Exchange Commission in reorganization 
procedure, in its capacity of adviser to the courts and protector of the 
public interest. And finally, legislation has placed eligibility and qualifi- 
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cations of corporate trustees in the hands of the Commission. This move 
should go far toward the improvement of trusteeship. 

Whether these changes will meet future problems adequately remains 
to be seen. Much will depend on the continued intelligent and expeditious 
administration of the laws by the S. E. C. Much will depend also on 
the willingness of the better element responsible for corporate affairs and 
security market operations to keep their houses in order and their less 
ethical brethren under control. Should it be necessary, the rigid controls 
of the Public Utility Holding Company Act could be extended to all cor- 
porations doing interstate business. Or Congress might accede to public 
demand for Federal incorporation or Federal license of businesses oper- 
ating in interstate commerce, and institute more rigid controls through 
such procedure. 

It is obvious that corporate concentration in itself has not been at- 
tacked by these controls, except insofar as the reorganization of public 
utility structures will affect the size of utilities. Possibly better informa- 
tion offered investors may limit the growth of certain companies, but a 
general reduction in the size of business units is neither the aim nor the 
probable effect of the regulation. There is no attempt here to solve the 
basic social problems created by business concentration. It is even pos- 
sible that the essential corporate problem created by concentration has 
been avoided. The principle contained in the legislation is still that of 
ownership control. Owners are to be protected with information and fair 
conditions, so that they may exercise the planning and directive functions 
and receive the rewards of property. But will information, unmanipu- 
lated markets, proxy controls, and the like, really restore owners to a 
position of control in our giant corporations? And would the result be 
desirable, if it could be achieved? The answer to these essential ques- 
tions should become apparent as time permits an examination of results. 
It is certainly clear that these controls will not affect importantly the 
problems created by the disappearance of competition before the advance 
of monopoly and industrial oligopoly. 



PART II 

Industrial Monopoly 




Introduction 


vwvvvvvw\vvvvv\\vvvvvvvvvvvvvvvvvwvvvvvvvv>^wm\vvvvvv\vvvvvvvvvvvvvv\vvv\vvvvvvvvvvvvvvu\vvwwvvvwu\vvvvvvv\vv\vvv\\vv 


When, in many industries, individual corporations grow to great size 
and corporate control becomes concentrated in the hands of a few owners 
or a few management officers, it seems almost inevitable that competition 
will not everywhere survive. And it has long since become obvious that 
in a number of industries where public policy has relied on competitive 
planning, the independence of individual firms has been seriously cur- 
tailed. The restraints on competition have ranged from cooperation, in 
which certain aspects of competition are controlled, to monopoly, in 
which a single seller controls, the sale of a commodity. Where large-scale 
production is highly developed, the number of firms is reduced, and com- 
binations setting single firms in a position of monopoly become feasible 
and, at times, peculiarly desirable. 

The mere fact that a few companies dominated the cigarette industry 
in the nineties made it relatively easy for James B. Duke to bring over 
four-fifths of cigarette production under control of the American Tobacco 
Company. Any threat of over-capacity in an industry containing a few 
large firms may make competition very dangerous and the idea of co- 
operation correspondingly attractive. Where a considerable number of 
relatively small firms is found in an industry, any over-capacity is cor- 
rected without general disturbance. Price reductions merely go far 
enough to eliminate some of the higher-cost companies. This adjustment 
is difficult where giant concerns fill the field. No one company is willing 
to lose sales and probably suffer higher plant costs as its output is cur- 
tailed, so price competition may go to extreme lengths. Before any 
enterprise will surrender its great investment, the health of the whole 
industry may be threatened. Rather than face a long period of cut- 
throat competition, the companies may solve their problem by organiz- 
ing a single firm with control of their combined business. 

•Whether concentration actively supplies a spur to the formation of 
monopoly or merely creates conditions favoring combination, it has 
prepared a background for monopoly in a number of American indus- 
tries. In some cases it preceded the recognition of certain industries as 
public monopolies or public utilities, in which public regulation sanctions 
monopoly or some degree of monopoly. And, wherever a single firm has 
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gained control over the sale of some industrial commodity, concentra- 
tion has helped it on its way. 

American policy has not sanctioned monopoly in the ordinary fields 
of industry, and its appearance presents a serious problem to a society 
committed to the competitive system. While the control of supply by 
a single firm has rarely been complete, sale monopolies have been suffi- 
ciently strong to bring results markedly different from the satisfactory 
output and price policies of competition. Among the products subjected 
to monopoly at some time or other in the last seventy-five years are 
aluminum, iron and steel, salt, wall-paper, enamelware, Mazda lamps, 
asphalt, petroleum products, sugar, tobacco products, shoe machinery, 
bicycles, gunpowder, cash registers, farm machinery, and ethyl fluid. 

Changing business conditions, changes in public taste, and public 
prosecution have released many of these commodities from the control 
of a single company. Aluminum, shoe machinery, ethyl fluid, and har- 
vesting machinery stand as the important commodities sold on a national 
scale that appear to be still under such control. Many of those that have 
escaped did not make their way to real freedom, but have merely ex- 
changed one master for a half-dozen or so. The treatment they receive 
may still be far from competitive. In the tobacco industry, for in- 
stance, when public prosecution ended the rule of the American Tobacco 
Company, four companies were organized to take over the irfain part of 
its business. But competition among these companies, while vigorous 
in some ways, has shown very little price competition. As will be seen 
in Part IV, this controlled or partial competition shows many of the 
effects of monopoly. 

In the immediately following chapters a number of representative 
cases of monopoly are studied. It is apparent that perfect monopoly is 
about as rare as perfect competition. Only in the case of two products, 
aluminum and ethyl fluid, has the monopolist had, at least at times, 
complete control of the supply. And, of course, these products are ex- 
posed to the competition of substitutes. In the history of these rep- 
resentative monopolies can be seen the background of concentration and 
the general conditions that at least offered passive aid to the monopolist. 
In addition, there appear definite sources of power, such as patents, 
tariffs, financial strength, and other means, which gave to those firms 
the specific ability to eliminate competitors and maintain a large con- 
trol of supply. The effect of monopoly on the efficiency of industry 
and on its price and output policies can be seen with some definiteness. 
This suggests reasons for public concern over the disappearance of com- 
petition in any private industry. In all these cases, monopoly has been 
prosecuted under the anti-trust laws, and in most of them has been 
forced to undergo some reorganization. But when the single firm is 
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forced out of its dominant position, satisfactory conditions for com- 
petition do not seem to be created. The industry remains so highly con- 
centrated in each of the cases that competitive independence of the in- 
dividual firms seems very unlikely to develop. 

In order to show the general powers and the weaknesses that are found 
in American anti-monopoly policy, Part III goes on to describe the sub- 
stance given the Sherman Anti-Trust Act by Congress and by court 
interpretation. Weaknesses were apparent in both the substance and 
administration of the Act before 1914, and a general recognition of this 
fact led to additional legislation in that year. The Federal Trade Com- 
mission was set up. Review of its work shows a great deal that is 
commendable, but still reveals the existence of serious weaknesses in our 
attack on monopoly. 
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THE BACKGROUND OF MONOPOLY 

In the American tobacco industry competition enjoyed a short though 
not uneventful life. The industry reached appreciable size only after 
1860, and fell into the hands of monopolists before the end of the century. 
By 1840 it had begun a rapid development, but employed only eight 
or nine thousand men and three and one-half million dollars of capital. 
Its product was valued at less than six million dollars. 1 Over 40 
per cent of the industry was located in Virginia, where it held a place 
of outstanding importance in the economy of the state. 2 * Factories were 
small, however, and simple hand-tool methods were used. Half the 
plants in Virginia and North Carolina employed less than twenty work- 
ers; and only three employed as many as one hundred. 

In the late sixties, tariff protection and a growing national market 
gave a marked fillip to the industry, which was not suppressed by an 
increase of nineteen cents a pound in the internal revenue tax.® By 
1880, ten years before the appearance of the “Tobacco Trust,” its capital, 
was ten times greater and its output twenty times greater than in 1840. 4 
During these years and up to the turn of the century, markets for various 
tobacco products did not change materially. Smoking and chewing to- 
baccos lost a little of their early advantage, doubling their sales while 
cigar consumption trebled. Applying retail values to census figures, 
Meyer Jacobstein estimated the annual expenditure on all tobacco prod- 
ucts to be somewhere in the neighborhood of five hundred million dollars 

1 Tenth Census of the United States, Vol. II, Statistics of Manufacture (1880), 
p. vii. 

2 Joseph Clarke Roberts, The Tobacco Kingdom (Durham, N. C., Duke Univer- 
sity Press, 1938), pp. 164, 170. 

* In the three years 1866 to 1868, when the tax rose from eleven to thirty-three 
cents, the per capita consumption fell from 1.3 to 1.0 pounds. Cf. Meyer Jacob- 
stein, The Tobacco Industry in the United States (New York, Columbia University 
Press, 1907), p. 49. 

* Tenth Census (1880), Vol. II, pp. 78-79. 
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in 1905. 5 Cigars contributed 70 per cent of this sum, and smoking, 
chewing and snuff about 27 per cent. The fifteen million dollars spent on 
cigarettes made up only 3 per cent of the total. Thirty years later 
the tables were to be completely reversed when cigarettes supplied close 
to 80 per cent of the value of tobacco products. The years of the trust, 
however, found cigars and smoking and chewing plug firmly fixed in 
public favor. 6 

In 1890, monopoly entered the tobacco industry through the avenue 
of its least important branch, cigarette manufacture. It might seem 
that J. B. Duke, who was largely responsible for the appearance of the 
cigarette monopoly, foresaw the coming importance of the field or pos- 
sessed confidence in his ability to shape its future. It is more reasonable, 
however, to assume that conditions in the industry at the time account 
for the course of monopoly developments. The important cigar field 
possessed characteristics favorable to competition and not monopoly. 
Machinery had not been developed, and only simple tools in the form of 
knives, cutting boards, wooden molds and hand presses were required. 
As a result, a great deal of manufacture was carried on under a house- 
hold system, and entry into factory production was open to the small 
enterprises. An experienced workman with a few hundred dollars of 
capital could set up in business and sell his small output quite successfully 
in the local market. That this did occur is suggested by census figures. 
The average enterprise employed only seven workers and about three 
thousand dollars of capital throughout the eighties. 7 The large num- 
ber of producers and the ease of entry into the field made monopoly 
difficult to form and almost impossible to sustain. 

In the manufacture of chewing tobacco, snuff, and smoking tobacco, 
machinery was more important and manufacture in homes was of very 
slight importance. As a result, in 1880, while the value of these goods 
fell only 15 per cent below that of cigars, the industry used about 50 per 
cent less labor. It had only four hundred and seventy-seven establish- 
ments, with an average capital of forty thousand dollars, as against the 
seven thousand with an average capital of three thousand dollars found 
in the cigar field. 8 

The undoubted organizing genius of J. B. Duke might have turned to 

5 Jacobstein, op. cit., p. 46. 

6 Between 1899 and 1923 the physical volume of tobacco and snuff production in- 
creased by 40%, while cigars were increasing by 41% and cigarettes by 1710%. Cf. 
Edmund E. Day and Woodlief Thomas, The Growth of Manufactures , 1899 to 19&8, 
Census Monographs VIII (1928), p. 54. 

7 Census figures covered establishments turning out five hundred dollars* worth of 
product or more per year. Of these, 7145 reported. There was probably an equal 
number of home producers turning out a few hundred dollars* worth of cigars per 
year. 

• Tenth Census (1880), Vol. II, pp. 78-79. 
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suppress competition in this industry, except for the fact that cigarette 
production offered easier conquest. For one thing, the smallness of the 
cigarette industry made conquest relatively simple. After being in the 
smokingtobacco field with his brothers for seven years, Duke could see 
no chance that their products would take the lead away from the 
popular Bull Durham brand, and he is quoted as refusing to play second 
fiddle to anyone. 9 To escape that role he turned to the manufacture of 
cigarettes. 

In addition to its smallness this field held only a few large firms, and 
thereby supplied a second condition unfavorable to competition. Pat- 
ented cigarette-making machines, developed and improved in the seven- 
ties, reduced the labor cost to one-tenth and fixed large-scale capitalistic 
methods on the industry. As a result, a marked concentration occurred. 
Over 90 per cent of the industry was found in four cities, namely, New 
York, Rochester (N. Y.), Durham (N. C.), and Richmond (Va.). 10 In 
each of these centers one or two factories produced the great bulk of the 
output. Five large companies controlled nine-tenths of the industry. 11 

Under these conditions, no one firm could ignore the effects of its price 
and production policy on rival firms. Inevitably, competition would 
lead to cooperation or to cut-throat practices. Until James Duke ap- 
peared in New York in 1884, a gentlemanly sort of competition prevailed. 
But he had one hundred thousand dollars and his way to make, and the 
established companies made no move to initiate him into the select circle. 
On the contrary, they snubbed him. 12 Before the end of the decade he 
forced his way in. A costly advertising and sales campaign brought his 
company to the forefront and precipitated a vicious trade war. Peace 
came with the first of the many combinations that the industry was to 
see over the course of the next twenty years. 

The Cigarette Combine 

In the late eighties several projected consolidations came to nothing, 
but the costly trade war, deliberately precipitated by Duke to force 
combination, forecast the end of competition. 18 The Duke firm was 

°John Wilbur Jenkins, James B. Duke , Master Builder (New York, George H. 
Doran, 1927), p. 65. 

10 Report of the Commissioner of Corporations on the Tobacco Industry (1909), 
Part I, pp. 63-64. 

11 W. Duke and Sons; Allen and Ginter; Goodwin and Co.; Kenney Tobacco Co.; 
William S. Kimball and Co. 

12 “As late as 1887, when some of the largest manufacturers were preparing for 
their annual dinner, one of them asked in jest if Duke should be bidden to the feast. 
'We don't consider him a manufacturer of cigarettes; he will be broke before the 
year is out;' was the reply.” Jenkins, op . cit., p. 86. 

18 Ibid., Chap. 7. 
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spending as much as eight hundred thousand dollars a year to create dis- 
order in the industry, and threatened to spend materially more if it was 
needed to bring the last of the independent-minded into line. By 1889, 
independence seemed a very costly luxury, and the following year saw 
ten men representing 90 per cent of the industry throw their property to- 
gether in a newly organized company. The kindly state of New Jersey 
was chosen for incorporation, and the American Tobacco Company was 
born. Its incorporators carried on as directors. James B. Duke became 
its first president. 

The Company issued ten million dollars of 8 per cent cumulative pre- 
ferred and fifteen millions of common stocks. These were exchanged for 
the tangible and intangible assets of the five combining concerns. The 
incorporators were not particularly modest gentlemen. By the most 
kindly interpretation, they did not subscribe more than five million dol- 
lars of tangible assets, but they were willing to take twenty millions in 
stocks for the reputation and good-will they were able to bring to the new 
firm. Intangible items are valuable in the sale of cigarettes, but not 
quite that valuable. 

After a careful study, the Bureau of Corporations insisted that five 
millions for intangibles would be a generous allowance. 14 Probably, 
then, the corporation started with ten millions of assets to back the 
preferred stock and nothing with which to back the fifteen millions of 
common stock. It did, however, hold a strategic position in the indus- 
try, from which it went on to dominate all lines of tobacco manufacture 
save that of cigars. 

The mere size of the combine spelled serious difficulties for independent 
cigarette companies. But this was not all. The combining companies 
were efficient, and all the directors were experienced and able tobaoco 
men. And of even more importance was the fact that the American 
Tobacco Company gained control of cigarette-making machines. For a 
short time independents had the use of excellent machines leased for 
royalty payments by the Bonsack Machine Company. But they lost 
that important asset when the combine gained exclusive use of them 
from 1891 to 1895. And they lost the use of other machines as various 
companies were acquired by the American Tobacco Company. One 
independent, the National Cigarette and Tobacco Company, managed 
to hold control over two good machines for a number of years. In 1899, 
when this company was finally acquired, independents had only a few 
relatively inferior machines. 

The combine also used its financial power to acquire competing com- 
panies whenever they would add materially to its control of the market. 


14 Report of the Commissioner of Corporations on the Tobacco Industry (1911), 
Part II, pp. 94-99. 
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In particular areas, relatively small producers possessed considerable 
strength, and it was easier to buy them out, even at high prices, than to 
drive them off the market with price-cutting or advertising campaigns. 
In its first year the American Tobacco Company spent one million dol- 
lars in cash and five millions in stock to eliminate competitors, and 
the practice continued to be followed throughout the nineties. 15 It cul- 
minated in the purchase in 1899 of the tobacco and cigarette business of 
the Unioil Tobacco Company. This enterprise had been organized by a 
syndicate either to fight the combine or to sell its properties at a high 
“nuisance” value. In any event, the latter occurred. The syndicate 
sold its six million dollars’ worth of assets for twelve and one-half million 
dollars of the stock of the American Tobacco Company. The combine 
managed to keep its books balanced by entering an item of nearly seven 
million dollars for good-will. Since it dropped the brands developed by 
the Union Company, the actual good-will was probably nothing. In the 
opinion of the Bureau of Corporations, the seven millions “represented the 
price which the American Tobacco Company paid to avert a fight.” 16 

When opponents were weaker the combine used various methods of 
ruthless competition, with telling effect. In markets where the ciga- 
rettes of small companies were ^popular, prices were cut below cost. At 
various times the American Tobacco Company sold cigarettes at $1.47 
per thousand in North Carolina and Virginia after paying a tax of $1.50. 
Losses could be borne by the large company, with its great financial re- 
sources and its monopoly profits in other areas. But independents fre- 
quently found the burden too great and closed up or sold out to the 
combine. Mr. Duke’s gentle explanation of the price-cutting practice 
was that “sometimes a brand gets a little weak in a section.” 17 

Independents were harassed also by agreements forced on jobbers to 
handle only the products of the American Tobacco Company. In many 
cases special discounts were given to wholesalers and jobbers who han- 
dled exclusively the brands of the monopoly. In others, the company 
refused to sell its products to jobbers who thought they had the right to 
handle whatever brands they wished. Since the jobber could not sur- 
vive on the small independent tobacco business, he was really given the 
choice of getting out of the field or conforming. 18 The retailer found it 
difficult to obtain independent brands and, when he did, frequently hid 


15 The authorized capital stock of the American Tobacco Company was increased 
/from 25 to 35 millions in 1891. By 1900 the annual report of the Company showed 

outstanding stock of 68.5 millions. 

16 Report of the Commissioner of Corporations on the Tobacco Industry, Part I, 
p. 68. 

17 Report of the Industrial Commission on Trusts and Industrial Combinations 
(1901), Vol. XIII, p. 318. 
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them under his counter for fear of a visit of inspection from represent- 
atives of the combine. 

Through the nineties and on until prosecution of the trust in 1911, 
the use of these several powers created an effective monopoly of ciga- 
rettes. In 1891 the combination produced 88 per cent of the total 
domestic consumption of cigarettes and little cigars. 10 It lost ground for 
a few years, but then, as it drove vigorously against independents, its 
proportion increased to its highest point at 93 per cent in 1899. 20 It was 
not able to hold this position, and in a few of the years between 1899 and 
1911 independents supplied as much as 20 per cent of the market. 

Profits also bear witness to the strength of the monopoly control. 
Earnings of 10 per cent were made in the first year on the fictitious capi- 
talization of twenty-five millions. On the basis of the real tangible and 
intangible assets this represented earnings of approximately 25 per cent. 
Through the rest of the nineties earnings were even larger, and the com- 
pany paid its preferred dividends, built a surplus of eight millions by 
1895, and paid common stock dividends of 8 to 12 per cent. When it is 
remembered that this common stock had no assets behind it, we are 
forced to admit that Mr. Duke and his confreres had the industry thor- 
oughly controlled. 

The Spread of Monopoly 

With the help of its cigarette profits, and through the use of the same 
methods that built the cigarette monopoly, the American Tobacco Com- 
pany rapidly gained control of all other tobacco fields except cigars. In 
its organization and early development the company had acquired some 
factories manufacturing plug tobacco. From this start it went on to 
dominate the plug industry. Between 1894 and 1897, independents 
struggled against competition in which the combine used several 
million dollars of cigarette profits. For much of this time, it sold its 
leading brand, Battle Ax, at a loss, resorted to other unfair methods of 
competition, and carried on a costly advertising and sales campaign. It 
acquired one large plug plant and built another to gain 20 per cent of 
the capacity of the industry. 

Continued warfare wearied the independents and brought about the 
plug combine in 1898. The plug business of the American Tobacco 
Company and six independents were thrown together in the Continental 


19 The combination never controlled less than 90 per cent of the cigarettes ex- 
ported. Cf. 'Report of the Commissioner of Corporations on the Tobacco Industry 
(1909), Part 1, p. 329, and Tables 38 and 40. 

2° Up to 1898, separate figures are not obtainable for paper cigarettes and all 
tobacco cigarettes. 
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Tobacco Company. The American subscribed a little over three mil- 
lions of tangible assets and received over one million dollars in cash and 
twenty-one millions in the securities of the new company. 21 A few 
months later, the Liggett and Myers Tobacco Company, the largest of 
the independents, was absorbed by exchanging $1366 of Continental stock 
for each hundred-dollar par share of its stock. After this transaction 
the Continental showed seventy million dollars of intangibles among its 
assets. The Bureau of Corporations concluded that its entire issue of 
common stock had neither tangible nor intangible values behind it, and 
even the preferred stock exceeded the fair value of the entire business. 22 
Mr. Duke later insisted that he “never bought any business with the idea 
of eliminating competition.” 23 

The Liggett and Myers acquisition was important, for more than a 
plug business was gained. It brought into the expanding trust very im- 
portant financiers who first made millions out of the sale of property to 
the combine and later added importantly to its financial strength. 24 
With the entrance of these men the old group of tobacco men, except 
Duke, dropped out of the center of the picture. 

This story of combination is repeated monotonously. A nucleus of 
snuff manufacture in the American Tobacco Company, a year of cut- 
throat competition, the purchase of a few important concerns, and then, 
in 1900, the American Snuff Company was organized. A year later the 
same process created the American Cigar Company. One relieving 
variation appeared in this last case. The combine never managed to 
control over 25 per cent of cigar manufacture. 

In 1901, a brief excursion to England yielded fairly satisfactory re- 
sults. The American combine bought a leading English manufacturer, 
Ogdens Limited, for five million dollars. It then carried on a mutually 
destructive trade war with a hastily formed English combination organ- 
ized in the Imperial Tobacco Company. Inside of a year the usual peace 
was established to the satisfaction of the large combines. Their home 
markets were reserved to the domestic companies and the rest of the 
world was allotted to the British-American Tobacco Company, in which 
the American Tobacco owned two-thirds of the stock and the Imperial 
one-third. 

In 1901, the American Tobacco Company and the Continental were 


21 Jacobstein, op. dt., p. 107. 

22 Report of the Commissioner of Corporations on the Tobacco Industry (1911), 
Part II. p. 99. 

28 Jenkins, op. cit., p. 122. 

24 Thomas F. Ryan, P. A. B. Widener, A. N. Brady, W. C. Whitney, Thomas 
Dolan. 
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united by a holding corporation — the Consolidated Tobacco Company, 
Two important changes were effected. Firstly, the central financial 
group bought stock in the new company, and the business thereby ac- 
quired thirty millions in cash. Secondly, the stockholders in the two 
subsidiary companies were persuaded to exchange their stocks for the 
4 per cent bonds of the Consolidated. For this purpose, bonds to a par 
value of $157,000,000 were issued. 

Continental stockholders received a one-hundred-dollar bond for each 
hundred-dollar par share, while American Tobacco shareholders were 
offered two hundred dollars in bonds for each hundred-dollar share. 
Since the former had never received a dividend and the latter had been 
getting 6 per cent, the guarantee of 4 per cent to the one and an effective 
8 per cent to the other seemed very attractive. 

Appearances were deceptive. The transaction left control of the two- 
hundred-million-dollar corporation in the hands of the small group own- 
ing a majority of the forty million dollars of common stock. It gave the 
old stockholder a bondholder position, but in a very much weakened 
capital structure. Few, if any, industrial corporations have tried to do 
business with 80 per cent of their capital liabilities in the form of bonds. 
And the condition was particularly dangerous in this case, since the com- 
bining companies were badly over-capitalized. The value of the actual 
earning assets fell materially below the value of the outstanding bonds. 
Any minor adversity would have forced the company to default on its 
bonds, and bankruptcy could have been avoided only as long as control 
of the market continued to yield monopoly profits. 

In these circumstances, the stockholder would have been as safe to 
retain his stock equity, and he would have been in a position to get large 
dividends if earnings were unexpectedly large. The insiders already 
had seen that a marked increase in profits might result from possible 
reductions in the internal revenue taxes on tobacco. By kicking the old 
stockholders upstairs they, as the only surviving stockholders, stood to 
gain the resultant profits. And if the worst happened they would not 
suffer more than the bondholders in the collapse of the whole topheavy 
edifice. 25 

One more reorganization of the trust came in 1904, when the holding 
company form was given up and the properties were merged in a new 
American Tobacco Company. It had been believed for some years that 
the holding company might be immune from Sherman Act prosecution. 
But, in 1904, the successful prosecution of a railway holding company 26 


25 Report of the Commissioner of Corporations , Part I, p. 8. 
28 Northern Securities Co. v. U. S., 193 U. S. 197 (1904). 
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dispelled this belief. The safest haven from monopoly prosecution 
seemed to be a complete merger of the complex properties of the combine. 
In addition, reorganization simplified the structure of the trust and, by 
a judicious exchange of stocks and bonds, further increased the powers 
of the small group in control. 27 

Through these years the combine continued to use its early practices 
to increase its control in all fields of tobacco manufacture. It developed 
a retail organization in the American Cigar Stores and made notable 
gains in the chewing and smoking tobacco industries. Frequently, com- 
peting plants were secretly acquired and were run as independents td be 
used for special attacks on genuine competitors. The effect of this ex- 
pansion on competitive conditions in the various branches of the indus- 
try is made very clear in the following table: 

TABLE 5 

, Proportion of the Annual Output Produced 

by the Tobacco Combine 28 \ 


Year 

Plug 

Smoking 

Fine- 

cut 

Snuff 

Ciga- 

rettes 

Little 

Cigars 

Cigars 

1902 

71.2 

66.3 

73.7 

85.9 

84.6 

71.8 

14.3 

1903 

76.9 

67.1 

77.6 

80.4 

83.9 

67.9 

16.4 

1904 

78.2 

69.2 

80.4 

90.6 

87.7 

79.2 

13.9 

1905 

80.7 

68.7 

81.7 

93.8 

84.7 

78.3 

13.3 

1906 

81.8 

70.6 

80.9 

96.0 

82.5 

81.3 

14.7 

1907 

80.5 

72.4 

81.4 

95.7 

81.7 

90.8 

14.5 

1908 

81.9 

73.6 

79.2 

95.7 

81.8 

88.7 

13.0 

1909 

83.3 

75.3 

80.1 

96.1 

83.6 

89.0 

13.1 

1910 

84.9 

76.2 

79.7 

96.5 

86.1 

91.4 

14.4 


. The table leaves no doubt that the American Tobacco Company 
held monopoly control over the industry save in the manufacture of 
cigars. And its power was growing slowly, except in cigarette produc- 
tion, where its large control was merely maintained. Its ability to in- 
crease its power further was never tested. In Sherman Act proceedings 
started in 1908 and completed in 1911, the Department of Justice, at 
least temporarily, ended the rule of the tobacco barons. The Supreme 
Court held the company a monopoly in contravention of the Sher- 
' man Act, and ordered its dissolution into a number of separate com- 
panies. 

** Preferred stocks in the subsidiary companies had held voting rights. In the 
reorganization they were exchanged for bonds. 

28 Report of the Commissioner of Corporations on the Tobacco Industry (1915), 
Part III, p. 2. 
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THE ECONOMIC EFFECTS OF MONOPOLY 

The Restriction of Tobacco Manufacture 

The common monopoly restriction of output below a normal competi- 
tive scale is apparent in the price and profit record of the tobacco com- 
bine. An unusual stability in prices and abnormally large profit margins 
indicated that control prevented supply from growing equally with the 
expanding market for tobacco products. 

In spite of marked changes in cost between 1900 and 1910, the con- 
sumer continued to pay the same prices. During 1901 and 1902 the 
internal revenue tax on manufactured tobacco dropped from twelve to 
six cents a pound without any decline in price. 20 Similar reductions for 
cigarettes and little cigars also brought no benefit to the consumer. The 
government merely surrendered some of its revenue to the combine. 
Conventional prices and standardized packaging cannot explain the sta- 
bility. In 1898, when taxes had been increased, the combine had main- 
tained conventional prices, but had reduced the size of packages by ap- 
proximately 15 per cent. Apparently this process would not work the 
other way when taxes were reduced. At least, it did not. 30 

The only variations in price that did appear during these years bene- 
fited the combine at the expense of the distributor. While retail prices 
stayed the same, the prices paid by tobacco jobbers increased. For ex- 
ample, a leading brand of plug tobacco was maintained at ninety cents 
a pound, but the price to the jobber increased from approximately fifty- 
six cents to sixty-two and one-half cents. In part, this reduced margin 
was a payment collected for increased advertising services performed for 
the jobber by the combine. 31 In part, however, it merely represented 
the exercise of monopoly power. 

Profit margins increased as control increased. During the struggle to 
organize the plug industry, when it controlled less than one-quarter of 
the field, the combine lost three cents on each pound of plug tobacco. 
In 1900, when it had swallowed up over 60 per cent of the industry, it 
made almost four cents of profit on each pound. Five years later, con- 
trol of 80 per cent of the industry yielded profits of nearly eight cents. 32 
With cigarettes the story is the same. Only for cigars, where conditions 


29 Between 1901 and 1903 increases of about one cent per pound in the cost of 
leaf tobacco for plug and smoking afforded a slight offset. 

80 In 1910, when small increases in taxes appeared, the monopoly passed the tax 
on to the consumer in the case of some products and absorbed it in other cases. 

81 Report of the Commissioner of Corporations on the Tobacco Industry, Part 
III, pp. 28-31. 

**Ibid., pp. 2-3. 
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in the industry resisted any growth of monopoly, did margins remain at 
normal levels. 

For their labors the “master builder” and his associates were receiving 
the comfortable rewards of monopoly. After 1903, the snuff branch of 
the combine made annual earnings of about 40 per cent on its tangible 
assets, which was equal to at least 20 per cent on its total assets. 88 On 
its common stock, which was backed by neither tangible nor intangible 
values, the American Snuff Company was able to pay dividends of 10 per 
cent in 1903, and gradually increased them to 27 per cent by 1910. In 
the cigarette and tobacco fields the yields were as large. Since earnings 
made their spectacular leap between 1900 and 1903, when taxes were 
reduced, it is difficult to ascribe the large profits to anything other than 
monopoly. This conclusion is affirmed by the failure of the combine 
to earn over 8 per cent in the cigar field, where it had to meet the test 
of strong competing companies. 

The financial group, which had continually improved its control of the 
common stock of the combination, fared quite well. In eighteen years, 
investment made in the common stock of the original American Tobacco 
Company enjoyed cash dividends amounting to 400 per cent, stock divi- 
dends of 100 per cent, and an appreciation in value of close to 600 per 
cent. 

The monopoly tribute exacted in each individual purchase of tobacco 
appears insignificant. If cigarette profits had been reduced to normal 
levels the price of a package of twenty cigarettes would have been only 
about a cent and a quarter lower. But the aggregate effects on the 
consumer, on other consumption goods industries, and on employment 
and production in the tobacco industry were considerable. By 1910, 
competitive prices for cigarettes would have saved the smoker a very 
respectable total — approximately four million dollars annually. 34 For 
all tobacco products the monopoly “tax” probably approached twenty 
million dollars. 

If the economic effects stopped here, with the consumer piling up his 
little contributions to Messrs. Duke, Ryan, Whitney and Widener, the 
harm might not appear to have been very great. 35 Possibly these gen- 
tlemen could make better use of the consumer's funds than he could 
himself. 


88 Report of the Commissioner of Corporations on the Tobacco Industry , Part 
II, pp. 28-31. 

84 Ibid., Part III, p. 155. 

85 In 1906, 52 per cent of the 402,424 outstanding common shares were distributed 
as follows: A. N. Brady, 33,334; O. H. Payne, 33,334; P. A. B. Widener, 33,000; 
Moore and Schley, 31,452; Thos. F. Ryan, 30,000; W. C. Whitney Estate, 29,034; 
J. B. Duke, 25,000. Cf. Report of the Commissioner of Corporations on the Tobacco 
Industry , Part I, p. 202. 
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But implicit in this situation is injury to the tobacco industry and to the 
general economy of the country. High prices and profits could be 
realized only through restricting the development of the tobacco industry. 
If it had been free from control it would have grown to greater size, so 
that its larger output would have sold at prices that just covered cost, 
including a normal rate of profit. To obtain monopoly profits the com- 
bine had to restrain the growth of the industry so that a restricted out- 
put could command abnormally high prices. Some labor and capital 
had to be held out of the tobacco field, and were thereby forced into less 
valuable employments in other industries. 

In a number of instances during the early years of the cigarette mo- 
nopoly, plants were closed as they were acquired, and the practice was 
continued as the combination spread. Between 1900 and 1906, the Con- 
tinental bought out six firms at a cost of over one and a half million 
dollars and proceeded at once to close them. 36 When the combine was 
being prosecuted for monopoly, the Supreme Court commented on “the 
remarkable fact” that it used “the disbursement of enormous amounts of 
money to acquire plants, which on being purchased were not utilized but 
were immediately closed.” 37 The court should not have been surprised. 
A measure of artificial scarcity' had to be created to wring monopoly 
profits out of the buyer. 

The Efficiency of Plant Operations 

Except for the cigar branch, the tobacco industry required moderately 
large-scale plants for low-cost production. Skilled management was 
needed for production and marketing, and it could be supported eco- 
nomically only by a large output. In addition, machine methods created 
a technique that required large plants for optimum size. And then, 
efficient operation of these plants at their optimum scale required a con- 
siderable output. These conditions were unquestionably conducive to 
monopoly, but there is no evidence that monopoly made any significant 
contribution to the growth of an efficient large-scale industry. 

It appears that the combine was made up in considerable part of 
plants that had reached efficient size before they were acquired. In 
1898, it possessed five plants turning out over five million pounds of 
smoking and chewing tobacco, while independents operated seven. Two 
years later it had ten large plants, and only one independent achieved the 
five million figure. But the growing monopoly was neither responsible 
for nor necessary to the development of its large-scale plants. They 


86 United States v. American Tobacco Company (1911), 221 U, S. 106, 165, 
^ Ibid., pp. 166-167. 
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were bought after they had been built up in competitive circumstances. 88 
The cigarette industry did gain larger plants as a result of monopoly. 
Six factories were acquired in the formation of the first American To- 
bacco Company, and production was gradually concentrated in four of 
them. Later a larger part of the output came from the two plants lo- 
cated in New York City and Richmond. Even then, a half-dozen inde- 
pendents operated plants that must be classed as large, with annual 
outputs of over fifty million cigarettes. 89 

Since the combine itself operated two or more plants in every line, it 
would appear that no branch of tobacco manufacture required a single 
monopoly-sized plant to achieve large-scale economies. Furthermore, 
there, is no reason to believe that the large independents did not compare 
favorably. J. B. Duke testified before the Industrial Commission that 
fixed costs were not “very large” in tobacco manufacture, and therefore 
concentration in a few plants would reduce costs very little. 40 And in- 
dependents insisted that any advantages possessed by the plants of the 
combine were “far more than offset by reason of the expensive way in 
which they do business and advertise.” 41 

Combination Economies 

Horizontal expansion in cigarette manufacture and a similar program 
in other tobacco fields placed an impressive combination in the hands of 
the Consolidated and, later, the American Tobacco Company. Finally, 
some vertical integration appeared when the combine organized the 
United Cigar Stores and acquired plants manufacturing' licorice, tinfoil, 
tobacco bags and boxes. 

Excursions into the supply fields do not seem to have brought any ap- 
preciable integration economies. The combine did gain a considerable 
advantage from monopolizing the manufacture of licorice, which was an 
important material for plug manufacture. 42 With 95 per cent of the in- 
dustry controlled, it was able to increase the costs of competing plug 
producers while taking monopoly profits from the subsidiary. 48 Other 
supply materials could be obtained as cheaply and satisfactorily in the 

88 Report of the Commissioner of Corporations on the Tobacco Industry, Part I, 
p. 355. 

88 Ibid., Part I, Table 42, p. 340. 

40 Report of the Industrial Commission , p. 328. 

41 Ibid., p. 309, testimony of Mr. Hugh Campbell, President of the United States 
Tobacco Company. 

48 Licorice made up between 6 and 16 per cent of the factory cost of plug manu- 
facture. 

48 In 1906, New York State successfully prosecuted the leading licorice subsidiary 
of the combine, MacAndrew, Forbes and Company, as being in restraint of trade, 
and the price of licorice was subsequently reduced. Cf. Jacobstein, op. tit., p. 12& 
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open market, and the combine exercised no control and possessed no ad- 
vantage in buying leaf tobacco. 

The union of marketing and manufacture did bring some economic 
advantages. Cigars were being made by a large number of producers 
under a great variety of brands. In order to carry the many brands de- 
manded, the retailer needed a large margin between the manufacturer’s 
price and the retail price to cover his costs. Commonly, for a five-cent 
cigar the manufacturer received two and one-half cents and the retailer 
a similar amount. By organizing over four hundred retail stores the 
combine was able both to reduce the number of brands and to simplify 
the marketing organization. 44 Real savings were made which, of course, 
were not shared with the consumer. On the whole, however, integration 
economies do not seem to have been large. They apparently did not 
impress the organizers of the combine. In 1901, Duke was inclined to 
claim nothing for his organization on this score. 46 

By its mere size, gained from either vertical or horizontal growth, the 
American Tobacco Company was able to seize some advantage. It col- 
lected an able group of tobacco men in organizing the cigarette trust, 
and added others as it spread. It is true that, in many cases, when plants 
were acquired to suppress competitors, the proprietors were bound by 
contract to stay out of tobacco manufacture for a period of years. But 
in others, such as the purchase of the R. J. Reynolds Company, the 
combine was careful to leave Reynolds in charge of its operations. It 
is possible that only a concern with very large sales could employ costly 
specialists for the purchasing, producing, and marketing functions. It 
is worth noting, however, that control of the vast organization slipped 
out of the hands of the tobacco men who had formed the original com- 
bination. By 1898, except for Duke, the dominant figures in the concern 
were outside financiers such as Oliver E. Payne, who prepared himself 
for an important role in tobacco manufacture by serving in an executive 
capacity in the Standard Oil monopoly, and William C. Whitney, who 
gained his training as Secretary of the Navy in Cleveland’s cabinet. 

The development of the United Cigar Stores casts little credit on the 
combined management. George J. Whelan was refused support and 
almost opposed when he pioneered the development of the retail organ- 
ization. Only when the stores were an assured success did the American 
Tobacco Company buy its way into their control and throw its. financial 
strength behind their expansion. 46 

Once embarked in retailing, the combine possessed some advantage 

*4 The United Cigar Stores, capitalized at $4,200,000, was merely the largest of 
twenty-one subsidiaries in the marketing branch. 

45 Report of the Industrial Commission, pp. 327-329. 

4« Jenkins, op. cit pp, 117-119. 
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over small companies in turning out a complete line of tobacco products. 
Shipping and handling costs could be somewhat reduced, and some gen- 
eral advertising could be done to push a number of products. Since 
different tobacco products and different brands were usually produced in 
specialized plants, savings in freight were not material. Similarly, the 
general policy of marketing a large number of the brands that had been 
acquired called for a great deal of specialized advertising and reduced ad- 
vertising savings. 

Size also permitted cheaper buying of some materials iii large lots, 
although leaf tobacco, supplying most of the raw material cost, was sold 
to all buyers at auction prices. As a result, the combine possessed no 
advantage over smalL concerns. 

Finally, it must be noted that it was not the large concern but inde- 
pendent companies that developed the chief by-product of tobacco manu- 
facture. From the scrap and waste product of cigar-making, several 
small independents arose in Ohio and West Virginia to produce a cheap 
form of chewing tobacco. After 1903, the American Tobacco Company 
bought its way into the field. It never gained a dominant position, and 
never enjoyed any particular success, as competing companies kept its 
earnings down to moderate figures. 47 

The Wastes of Competition 

By reducing competitive advertising and the duplication in selling 
organization typical of competition, the monopoly was able to lower 
merchandising costs. It should not, however, be given credit for elimi- 
nating the huge marketing expenditures made on cut-throat competition 
before combination appeared. The “cigarette war” of 1889 and the 
“plug war” of 1894-1897 were very costly, and were ended by the ap- 
pearance of a monopoly combine. But they were undertaken as a delib- 
erate step to create monopoly, and their huge cost in money and disorder 
must be charged against the combinations. 

Once it had obtained control of the market, the American Tobacco 
Company made material savings in merchandising. This gain is quite 
apparent in a comparison of its costs and those of the competing com- 
panies that appeared after its dissolution in 1911. The American Snuff 
Company was broken into three separate parts, while the remaining 
assets of the combine were largely assigned to four companies. These 
, seven “successor” companies enjoyed as low costs as had the combine 
in all respects save in selling and advertising. 48 Factory costs were as 

47 1 Report' of the Commissioner of Corporations on the Tobacco Industry, Part I, 
p. 246. 

48 Report of the Commissioner of Corporations on the Tobacco Industry, Part 
m, pp. 17-18. 
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low in 1912 and 1913 as in 1909 and 1910. Leaf costs were about the 
same. But, in the latter period, selling expenses increased slightly and 
advertising expenses markedly. In 1910, the combination spent ap- 
proximately eleven million dollars on advertising, while its successors 
spent over twenty-three millions annually. As a result, the ratio of 
advertising expense to sales income was nearly doubled. 

Increases were particularly large in the cigarette field. While manu- 
facturing costs dropped from $1.70 to $1.66 per thousand between 1910 
and 1912, the selling cost rose from seventeen to nineteen cents, and 
advertising costs from sixty to eighty-seven cents. 49 Other products, 
except flat plug and fine-cut tobacco, showed similar though smaller 
changes. 

In conclusion, it seems that in marketing alone could monopoly claim 
any advantage over competitive industry. It is impossible to measure 
the economic loss caused by the restrictive policy that accompanied these 
gains. To make its high monopoly profits, the monopoly restrained the 
expansion of the industry as demand grew, and profitable opportunity for 
employment was deliberately denied to labor and capital. It seems that 
this waste would far outweigh the savings made in marketing. Aud 
it must be remembered that these savings are not shared with the con- 
sumer. It appears that other large-scale economies, realized by the 
combine as the market expanded, would have appeared equally well 
under competitive conditions. 

THE STRUCTURE OF THE INDUSTRY SINCE 1911 
The Dissolution Decree 

In May, 1911, the Supreme Court held the American Tobacco Com- 
pany a monopoly in violation of the Sherman Act. On the Court de- 
volved the duty of preparing some sort of decree so that “such violation 
shall be enjoined or otherwise prohibited.” 50 An injunction forbidding 
the company to do business or a forced liquidation would have effected 
a remedy, but would have injured the property rights of innocent in- 
vestors and seriously hurt labor and the consumer. 

The alternative lay in some plan of reorganization for the American 
Tobacco Company which would remove monopoly without serious injury, 
to the industry. For the preparation of such a plan the Supreme Court 
remanded the case to the Circuit Court, where the Department of Justice 
had won its opening battle with the combine. 51 Somehow this court 

49 Ibid., Table 127, p. 324. 

50 The Sherman Act, Section 4. 

51 United States v . American Tobacco Company et al., Circuit Court, Southern 
District of New York, 164 Fed. Rep. 700, November 7, 1908. 
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had to find a plan of dissolution that would eliminate monopoly and still 
would have, as the Supreme Court directed, “proper regard for the vast 
interests of private property . . . vested in many persons ... by way 
of stock ownership or otherwise. . . .” 62 , 

The task was a difficult one. The company’s monopoly rested both in 
its stockholdings in companies controlling snuff, tinfoil, and licorice 
manufacture, and in its outright ownership of factories producing ciga- 
rettes, little cigars, and various kinds of tobacco products. While sep- 
aration of the parent and its subsidiaries would have been relatively 
easy, it would also have been useless. It would have left control of the 
major products untouched, and probably would have put the stocks 
controlling the subsidiaries in the hands of the small group controlling 
the parent company. Successful dissolution obviously required the 
break-up of the parent concern. 

Conferences between representatives of the Court, the company, and 
the Department of Justice brought forth a tentative plan. It was modi- 
fied slightly after public hearings, and then, in November, 1911, was 
issued as a formal decree of the Court.® 3 It provided, first, for at least 
two companies in each of the fields dominated by subsidiaries. For ex- 
ample, the American Snuff Company was forced to hand over certain 
of its plants and brands to two new corporations in return for eight mil- 
lion dollars of their common and preferred stock. This stock was not 
to be held by the American Snuff Company, but was to be distributed to 
its stockholders. Secondly, plants of the parent were divided between 
it and two new corporations — the P. Lorillard Company and the Liggett 
and Myers Tobacco Company. 64 The capital stocks of the new corpora- 
tions were given to the American Tobacco Company with the general 
proyision that they be distributed to its stockholders. Thirdly, the Amer- 
ican Tobacco Company was required to dispose of its holdings in both 
the British-American Tobacco Company and the Imperial Tobacco Com- 
pany, and to end its market-sharing agreements with the former. Fi- 
nally, the decree gave voting rights to the preferred stock of the American 
Tobacco Company in order to reduce the control possessed by the half- 
dozen large common stockholders. These various rearrangements were 
protected by a number of court injunctions which forbade re-conveyance 
of the properties, any centralization of the control of the separate com- 
panies, joint operating arrangements, the use of dummy companies, ex- 


®* United States v. American Tobacco el al., 221 U. S. 186. 

®* United States v. American Tobacco Company et al., 191 Fed. Rep. 371. 

* 4 A seventh large company appeared alongside these when the semi-independent 
R. J. Reynolds Company was completely separated with the end of stockholding 
in it by the American. 
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elusive dealing, and cooperation between the American and English 
companies . 65 

Of the fourteen successor companies created by the decree, seven held 
places of outstanding importance in the industry. Their position in the 
various branches of tobacco manufacture is apparent from the follow- 
ing table. 


TABLE 6 


Division of the Tobacco Business of the United States 
According to Value 66 


Percentage 

Snuff in Value 

American Snuff Co 35.55 

Helme Company 28.95 

Weyman & Bruton 27.68 

Others never in any way connected with the combination 7.82 


Cigarettes 

American Tobacco Co 33.15 

Liggett & Myers 21.03 

Lorillard Co. . . 26.02 

Others never in any way connected with the combination 19.80 


Plug Tobacco 

American Tobacco Co ' 22.98 

Liggett & Myers 37.84 

Lorillard Co. . . . 4.64 

Reynolds Tobacco Co. 15.49 

Others never in any way connected with the combination 19.05 


Fine-Cut Tobacco 

American Tobacco Co 13.52 

Liggett & Myers 36.26 

Lorillard Co 29.57 

Others never in any way connected with the combination ... . 20.65 


Smoking Tobacco 

American Tobacco Co 40.53 

Liggett & Myers 16.47 

Lorillard Co 18.88 

Reynolds Tobacco Co . . . .7 2.73 

Others never in any way connected with the combination 21.39 


It appears that the decree left a very highly concentrated industry. 
In snuff three successor companies of approximately equal size completely 


65 The several companies and their officers were enjoined for five years by four 
additional provisions against: (1) interlocking managements or directorates; (2) 
common purchasing or selling agents; (3) interlocking stock acquisitions, and (4) 
purchase of the property or the brands of any successor company by another. 

United States v. American Tobacco Co. et al, 191 Fed. Rep. 371, 411 (1911). 
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dominated the field. Independents carried on less than 8 per cent of 
the business. In all other lines, except cigars, the “big four” towered 
over all competitors. Three of them were represented in the manufac- 
ture of cigarettes, and the smallest retained more business than that done 
by all other companies. Three were left in an outstanding position in 
plug production. As manufacturers of smoking tobacco, and also fine- 
cut, one of the four equalled the size of all independents and, except for 
Reynolds, the others outranked the rest of the industry. In addition, 
two successor companies controlled 90 per cent of the sales of licorice 
and one, the Conley Foil Company, completely overshadowed all others 
in the production of tinfoil. 

The concentration of business was even greater than the table sug- 
gests. In many instances the big companies completely dominated some 
important grade or class of the various products. 57 The most expensive 
and the cheapest grades of Turkish cigarettes were almost altogether in 
the hands of the American Tobacco Company. Lorillard controlled the 
sale of the middle grade, and Liggett and Myers the sale of cigarettes 
made from domestic tobacco and blends of domestic and Turkish. 58 

Concentrated ownership also survived. In 1906, seven large holdings 
controlled 52 per cent of the common shares of the American Tobacco 
Company. In ordering the distribution of company holdings to individ- 
uals, the Court changed the voting rights of some stocks, but not suffi- 
ciently to alter the situation. The twenty-five individuals who were 
defendants in the anti-trust suit held between 28 and 45 per cent of the 
voting shares in the various successor companies. While the percentage 
had been reduced, it was still large enough to constitute control of all 
the companies except in unusual circumstances. 59 

Independent companies argued that an effective cure for monopoly re- 
quired ownership of the various successor companies by distinct groups 
of individuals. 60 But the lower Court observed that the Supreme Court 
had sanctioned common ownership in the dissolution of the Standard Oil 
Company. It insisted, therefore, that removal of direct monopoly con- 
trol would meet the requirement of the Sherman Act. It denied that 
Congress had given the courts “any authority for the proposition that 
this court may seize the property of private persons who may have of- 
fended against the statute and sell it under conditions which would pre- 
clude the ... owner of the equity from bidding at the sale so as to 
compel the purchaser to pay a reasonable price for it.” 61 

57 Retailing was powerfully influenced by the United Cigar Store organization, 
which was left intact. 

58 Cf. Stevens, op. tit., pp. 511-512. 

*• Ibid., p. 504. 

88 Ibid., pp. 485-486. 

61 United States t>. American Tobacco Company et at, 191 Fed. Rep. 371, 383. 
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Recent Changes 

In the past twenty-five years the tobacco industry has been affected by 
several important changes, but it seems that the more it changes, the 
more it remains the same. Production methods and consumption habits 
have been seriously modified, the large firms have moved into new rela- 
tive positions, and ownership has been materially altered. But both 
business and control remain concentrated as they were in 1911. 

While machine methods have been improved in all branches of the 
industry, the main technical change has affected cigar production. In 
1917 a satisfactory cigar-making machine was patented, with revolu- 
tionary effects for the industry. 02 Experienced hand cigar-makers have 
been displaced or are maintaining a precarious place at very low wages. 
Small companies have been adversely affected by the great capital needed 
to acquire machinery and to organize large production and marketing 
organizations. 63 The number of plants has been cut in half in the last 
fifteen years, and large plants with annual capacities of over forty mil- 
lion cigars have trebled. 64 It can be expected that concentration will 
develop further as the machine makes inroads into that half of the indus- 
try that still uses hand methods. And as this occurs the former individ- 
ualistic conditions may be seriously modified. 

In the cigar machine field, competition will inevitably travel a rocky 
road. The International Cigar Machinery Company survived the 1911 
dissolution with various patents of the old combine. Recently its ma- 
chines, manufactured by the American Machine and Foundry Company, 
have been responsible for over 40 per cent of the total output of cigars. 
It acquired its major competitor, the Universal Tobacco Machine Com- 
pany, and now faces only one rival in the form of a small branch of a 
Swedish company. 

Cigar manufacture has not only had to absorb the effects of a tech- 
nical revolution, but has suffered from a remarkable change in consump- 
tion habits. From its favored position of thirty years ago the cigar has 


62 National Recovery Administration, The Tobacco Study (Washington, D. C., 
lithographed, 1936), Chap. 5. 

63 Some machines are paid for through a royalty fee, but others have been sold. 
A machine capable of banding and wrapping over four thousand cigars per hour 
reputedly sold for $5500 in 1930; a rolling machine sold for $7500, and a machine 
which “bunched” the cigar filler sold for $1000 to $2200. Cf. Reavis Cox, Competi- 
tion in the American Tobacco Industry (New York, Columbia University Press, 
1933), pp. 51-53. 

64 In 1921, 84 per cent of the total cigar production came from plants with ca- 
pacities under forty million cigars annually. In 1934, only 45 per cent came from 
these small and medium-sized plants. Cf. National Recovery Administration, op. 
tit., p. 147. 
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fallen into relative disfavor. While the value of all tobacco products 
( was increasing fourfold, cigars were able to make only a 10 per cent gain. 
In sharp contrast, cigarette production has jumped from a value of fif- 
teen millions to over eight hundred millions. • It has taken an outstand- 
ing lead, possessing a value now double that of all other tobacco prod- 
ucts. 66 The change in consumers 7 taste is strikingly shown in the follow- 
ing figures, indicating the pounds per capita of unstemmed tobacco used 
for various tobacco products in 1904 and 1938: 68 


Year 

Ciga- 

rettes 

Chewing 

Tobacco 

Smoking 

Tobacco 

Snuff 

Cigars 

Total 

1904 

.15 

2.62 

1.40 

.25 

1.57 

5.99 

1938 

3.54 

.90 

1.45 

.29 

.99 

7.17 


While the per capita consumption shows an increase of about one-sixth, 
the two favorites of early years, chewing tobacco and cigars, have lost 
ground. Cigarettes have grown in popularity so as to use as much leaf 
tobacco as all other products combined. 

While production methods and consumer tastes have been changing 
the leading companies have enjoyed varying fortunes. In the impor- 
tant cigarette field, the four successor companies still hold their dominant 
position. The importance of individual companies, however, has been 
materially altered. Given no cigarette business at all in 1911, the 
Reynolds Company in recent years has been supplying close to half the 
cigarettes smoked in the country. It introduced the Camel brand, along 
with some others, shortly after the dissolution of 1911, and by concen- 
trating on it through the twenties moved into first place. Liggett and 
Myers has stayed in the race with Chesterfields, and the American To- 
bacco successfully backed Lucky Strike. 67 Only the Lorillard Company, 
assigned 16 per cent of the total cigarette business, has been unable to 
hold its place. In 1915, it tried unsuccessfully to popularize the “Tiger” 
brand, and after 1926 enjoyed only a temporary success with an expen- 
sive advertising program for Old Golds. 

The only serious attack on the position of the “big three” was planned 
by the United Cigar Stores. It managed to organize most of the im- 
portant independent brands under a subsidiary, the American Products 
Corporation. This company acquired control of the Falk Company with 
the Herbert Tareyton Brand, an important minority control of the Amer- 


65 In 1935 manufacturers* sales stood at the following figures: Cigarettes, $806,003,- 
000; cigars, $229,204,000; chewing, smoking and snuff, $170,697,000. Census of Busi- 
ness, Distribution of Manufacturers* Sales, Bureau of Census (1937), 

66 Agricultural Outlook Charts , Tobacco (1940), U. S. Department of Agriculture 
(1939), p. 3. The figures for 1938 were preliminary. 

67 Cf . Cox, op. cit., Chap. 3. 
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ican interests of Philip Morris, and control of other smaller producers. 
Unfortunately the parent’s independence was short-lived. It disappeared 
in 1923 when the American Tobacco Company leased the Tareyton and 
Melachrino Brands for ninety-nine years and acquired the physical assets 
of the company. A few years later, in gaining control of the Union and 
United Tobacco Company, the American acquired the brands of the 
Philip Morris Company and the Continental Tobacco Company and then 
proceeded to lease them to the Union Tobacco Company. 68 

While dynamic changes have altered the place of individual companies 
without decreasing the concentration of business, they have also changed 
the character of control in the three large companies without decreasing 
its concentration. Each of the three has a large percentage of non- 
voting stock. The American Tobacco has the least, but only 43 per cent 
of its stock possesses the voting privilege. And the Reynolds Company 
has managed to disfranchise nine-tenths of its stockholders. 

With this as a base, management control has been built up in each of 
the big companies. In the Reynolds Company it is effected by stock 
ownership. Here 35 per cent of the voting stock is held by management 
officers and directors. 60 In 1935, W. N. Reynolds, serving as director and 
as chairman of the executive committee, held 72,300 voting shares, being 
second only to Bowman Gray, his fellow-director. James A. Gray, wffio 
served both as director and as president, had the third largest holding, 
with 60,000 shares. In the other two companies control is not based on 
ownership of the strategic voting shares, but is as firmly vested in the 
management group. Officers and directors owned less than 4 per cent of 
the voting stock, but the management officers made up the boards of di- 
rectors. Seventeen officials of the American Tobacco and twelve of the 
Liggett and Myers Company dominated their boards and thereby con- 
trolled their companies. They represented self-perpetuating bodies that 
were not disturbed by the wishes of the owners. All told, probably a 
dozen of the dominant men in these three management groups controlled 
95 per cent of the tobacco business pf the country. 

08 Cf. Cox, op. cil.y Appendix, The United Cigar Store Company. 

60 - National Recovery Administration, op. cit., Appendix 3. 
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An unusual affinity for oxygen hid aluminum from the knowledge of 
scientists until the nineteenth century. In experiments conducted in 
1807 Sir Humphry Davy was unable to prepare pure aluminum, but he 
was convinced of the presence of a metal in a clay-like material and 
named it aluminum. 1 Later research revealed the metal in great quan- 
tities but never in a pure state. Its various compounds are numerous, 
ranging from very common aluminum oxides to the more pretentious 
ruby and sapphire. The commercially important aluminum oxide is 
found in bauxite, a clay ore which also contains mixtures of iron, tita- 
nium, and other materials. The metal clings to its oxygen with such 
tenacity that even minute quantities of the pure metal were not pro- 
duced before 1825, and its commercial production on even a moderate 
scale is a development of the last forty years. 

The ordinary smelting process, which uses coke to reduce iron oxides 
to the pure metal, was useless for the more tenacious aluminum. As a 
result, early nineteenth-century experiments turned to various chemical 
attacks on aluminum clays. By 1825, the use of magnesium yielded mi- 
nute globules of the pure metal. Another quarter of a century saw a 
production of thirty pounds a year, and the shining metal roused a great 
deal of interest in the Paris Exposition of 1855. But it still ranked 
close to the precious metals, with a cost of one hundred dollars a pound. 
The following thirty years saw no essential change in the young industry. 
The use of sodium increased the output and reduced costs materially, 
but commercial use was seriously restricted by the competition of much 
cheaper metals. 

Until 1883 little or no aluminum was produced in the Uhited States. 
Imports were small, ranging between three hundred and* five hundred 
pounds a year, at prices between eleven and fourteen dollars a pound. 2 

1 J. D. Edwards, F. C. Frary and Z. Jeffries, The Aluminum Industry (New 
York, McGraw-Hill Book Company, 1930), Chaps. 1 and 2. 

2 Joseph W. Richards, Aluminum (Philadelphia, H. C. Baird <fe Co., 1887), p. 40. 
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The high costs of the chemical industry and the tremendous advances 
made in the development of the electric dynamo turned a number of Amer- 
ican scientists to the study of electrical processes for the manufacture of 
aluminum. By 1885, the Cowles Electric Smelting and Aluminum Com- 
pany of Cleveland was successfully operating an aluminum alloy proc- 
ess. Carbon and the pure aluminum oxide, called alumina, were treated 
together in an electric furnace at high temperatures to reduce the oxide 
to pure aluminum. High temperatures, however, made it necessary to 
collect the volatile aluminum in some more stable metal, usually copper 
or iron. As a result, only copper or iron alloys could be produced. The 
most popular of these, aluminum bronze, contained less than 20 per cent 
of aluminum in alloy with copper, and was even more expensive than 
pure aluminum. 

The high temperature required to keep alumina in a molten state 
barred the obvious method of obtaining the pure metal through elec- 
trolysis. This barrier soon disappeared. A year after he graduated 
from Oberlin College, Charles Martin Hall found that the chemical cryo- 
lite would hold alumina in a liquid state at relatively low temperatures. 
In a carbon-lined tank it was possible, then, to place a solution of 
alumina and cryolite and pass an electric current between the lining and 
carbon rods immersed in the solution. Oxygen w r as deposited on the 
latter, and the pure aluminum sank to the bottom of the tank, from w T hich 
it could be removed. 

Hall had difficulty in interesting anyone in his discovery, and the 
electrolytic process was not immediately developed. The Cowles Com- 
pany held an option on the process for a year while Hall worked in its 
Lockport (N. Y.) plant, developing and improving apparatus and mate- 
rials. The company could not be persuaded to accept the potential 
fortune that was being offered it, and Hall turned to a small group of 
engineers in Pittsburgh. A few friends raised twenty thousand dollars 
and organized the Pittsburgh Reduction Company in 1888. 

THE GROWTH OF CONCENTRATION 

In its first week of operations the young company produced a hundred 
pounds of aluminum, which sold for five dollars a pound. The follow- 
ing thirty years saw many changes in American industry, but none more 
striking than the lusty growth of this infant. By 1907, when its name 
was changed to the Aluminum Company of America, the twenty thou- 
sand dollars of capital had grown to twenty millions, and two decades 
later, the twenty millions had become two hundred and fifty millions. 
Meanwhile, production had grown to over three million pounds a week, 
and the price had dropped to twenty-five cents a pound. 
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Until 1905 expansion was mainly vertical, as the Pittsburgh Reduc- 
tion Company entered the various stages of the industry. From its entry* 
into the electrolytic reduction of aluminum in 1888 it expanded back- 
ward to develop its own mines, ore refineries, and electric power sites, and 
forward into the manufacture of semi-finished and finished goods. For 
several years it bought its raw material, alumina, in Germany, and then 
from newly-discovered bauxite reserves in Georgia and Alabama. By 
1894 it organized the Georgia Bauxite Company and began the purchase 
of ore reserves. As these acquisitions proved inadequate to meet the 
growing demand for aluminum, imports of French bauxite were used and 
the company went on to acquire large holdings in new fields in Arkansas. 

Until 1902 the refining of bauxite, to free it of silicon, iron oxide, and 
other impurities, was done by an independent chemical company. Then, 
with the construction of a large plant in East St. Louis, this step in the 
process was undertaken. For electric power in its first reduction plant 
in Pittsburgh the company generated electricity with steam power. In 
1894 it moved to New Kensington, outside Pittsburgh, in order to use 
cheap supplies of natural gas. A year later a new reduction works was 
constructed at Niagara Falls, and power was purchased from the Niagara 
Falls Power Company. By 1897, reduction capacity had been trebled, 
and the company set out to develop its own power plants. Its first 
important acquisition was made at Shawinigan Falls on the St. Meurice 
River in the Province of Quebec. 3 

The company also began to produce finished and semi-finished prod- 
ucts. The original plant was expanded to turn out aluminum castings, 
wire, tubing, sheets, and cooking utensils from the ingot produced in the 
reduction works. These lines expanded markedly and were organized 
under two subsidiaries, the United States Aluminum Company and the 
Aluminum Cooking Utensil Company. 

The Advantages of Integration 

When the process of integration was finished the company dominated 
all stages of the industry. Since 1905 it has expanded with the growing 
industry so as to maintain undisputed leadership. In view of the monop- 
oly charges levelled against the company in recent years, we may find 
something of value in a study of the motives and forces contributing to 
its growth. If monopoly exists today, some of the reasons for its exist- 
ence will be found in these early years. Was it forced by conditions in 
the industry, or was it created by the controlling group for the comforts 
and profits it would bring to them? 


•Operated by k subsidiary, the Northern Aluminum Company of Canada. 
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Patents covering the electrolytic reduction of alumina gave the Pitts- 
burgh Reduction Company a monopoly in the manufacture of aluminum 
ingot for the first nineteen years of its life. At the time Hall was experi- 
menting in the United States, Paul L. T. Heroult was working along 
similar lines in France. The two men brought their research to success- 
ful conclusions at about the same time. Heroult patented the process 
in various European countries and Hall in the United States. 

Hall and his associates were not left in peace to enjoy the patent pro- 
tection. The Cowles brothers, regretting their refusal to develop the 
Hall discoveries, acquired certain patents from C. S. Bradley. These 
gave their owners monopoly over processes using electric current to heat 
and melt metals for electrolysis. In the Hall process, heat was not 
needed. However, electricity used to electrolyze the solution of cryolite 
and alumina inevitably but incidentally generated heat. In 1903 a 
suit for infringement brought the Cowles brothers three million dollars 
in damages. As matters stood, the two patents were necessary for the 
reduction of aluminum. The impasse could have been met by a cross- 
licensing arrangement under which both companies would have the power 
to produce aluminum ingot. Both were experienced operators, and the 
presence of two independent manufacturers would have left some sem- 
blance of competition in the industry. But the Cowles brothers were 
willing to surrender the Bradley patents for a good price, and entered an 
agreement to do so. Thus until 1909 the Pittsburgh Reduction Company 
continued as the sole producer under the protection of patents. 

A number of factors combined to force the company to expand beyond 
its title role. First, there was no market for aluminum ingot when it 
started operations. The demand of jewelry and novelty manufacturers 
was small and limited in its possibilities. Neither did the alloy market, 
quickly captured from the Cowles Company, offer an adequate outlet. 
While the Pittsburgh Reduction Company was offering aluminum ingot 
in thousand-pound lots at two dollars a pound, no one was interested in 
its fabrication. In fact, few people believed it could be produced in such 
unheard-of quantities. Before the company could realize anything on 
its patent monopoly, it had to develop sheet mills and foundries and find 
markets for wire, tubing, castings, and other finished products. Inde- 
pendent companies showed no signs of developing these markets, and the 
Reduction Company had no recourse but expansion into the semi-fin- 
ished and finished stages of the industry. As it took the lead in these 
fields it found outlets for 58,000 pounds of ingot in 1890 and four mil- 
lion pounds in 1900. 

In the mining and refining of bauxite there is no reason to believe that 
independent companies would have failed to keep step with the strides 
made in the reduction branch. But a second factor, the economies of 
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integration, supplied reasons for vertical growth of the Reduction Com- 
pany. These economies appeared in a variety of forms. Savings in 
testing bauxite and alumina were achieved by the integration of the first 
three stages of the industry. The character of bauxite determines the 
refining requirements, and the purity of the alumina determines the 
quality of aluminum ingot. It is probable that independent mining and 
refining companies would have offered less satisfactory materials for 
reduction, and more extensive analysis would have been forced on both 
seller and buyer, with inevitable increases in cost. 

Particular advantages seem to have been derived from the integra- 
tion of power, reduction, and fabrication. The capacity of power and 
reduction plants could be adjusted so as to assure economical and con- 
tinuous operation of both. In addition, the knowledge of aluminum mar- 
kets gained in the fabrication field allowed the company to regularize 
the use made of its existing reduction capacity and to plan capital ex- 
pansion with a high degree of safety. 

Vertical expansion brought a third advantage in the form of certain 
savings of large-scale production. In various stages a number of com- 
peting companies would have prevented plants from growing to optimum 
size. For the best use of both equipment and management, large plants 
were required in the mining, refining, and power stages of the industry. 
But the small market for aluminum would not support many producers 
and keep their plants at optimum size. Possibly the reduction company 
could have bought from one or two large producers in each field, but the 
vertical expansion assured plants of adequate size. 

A fourth factor seems to have been important in the development of 
power sites by the reduction company. Independent power companies 
would tend to locate in population and industrial areas in which they 
could find a varied and assured demand. They would be unwilling to 
move to isolated locations where they would be wholly dependent on 
one buyer or might find no buyer. .But at out-of-the-way points, site 
costs are very low. A reduction plant able to take the whole output of 
power would find a regular and cheap source of energy. Since at least 
20 per cent of the cost of the reduction process is for power, this con- 
sideration has been important. It made the Pittsburgh Reduction Com- 
pany willing to move its reduction plants first from Pittsburgh and later 
from Niagara Falls, and supplied & reason for placing them together 
with power plants in undeveloped areas. 

Finally, only through vertical expansion was it possible in the early 
years of the industry to build a large combination capable of supporting 
much-needed research and specialized management. Large sums spent 
on research were well repaid, but could not have been afforded on the 
same scale by independents. 
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Horizontal Expansion After 1905 

In detail, the expansion that occurred after 1905 comprises a compli- 
cated story. Simply stated, it appears as a horizontal growth in each 
of the stages of the industry. It is indicated by the capital expansion 
of the parent company from six to two hundred and fifty millions of 
dollars and in the appearance of approximately seventy-five subsidiaries. 

By 1905, bauxite mining in Georgia, Alabama, and Arkansas was 
dominated by four companies. The next decade saw the Aluminum 
Company build up huge ore reserves with the aid of these companies. It 
acquired controlling shares in the General Bauxite Company, which held 
the ore properties of the General Chemical Company. By contract the 
latter was guaranteed adequate bauxite for its chemical industry, and in 
turn it contracted that none of the ores it purchased would escape into 
the aluminum industry. Under similar contracts the Aluminum Com- 
pany acquired the Republic Mining and Manufacturing Company, from 
an abrasive manufacturer and entered a five-year contract to take 37,500 
tons of alumina annually from the Pennsylvania Salt Manufacturing 
Company. 4 

Not content with these acquisitions, the Aluminum Company either 
leased or bought a large part of the extensive ore resources of British 
and Dutch Guiana. Purchase of the Bauxites du Midi gave it impor- 
tant holdings in France. Later acquisition of stock in Italian and Jugo- 
slav companies added to its European holdings. 

It is not easy to determine the significance of this policy. Possibly it 
represented nothing more than a desire for protection against an ore 
shortage. But possibly, since the company’s patent monopoly had run 
out in 1909, it was designed to continue the monopoly through control 
of the raw material. There is even considerable difficulty in determining 
the percentage of known ore lands of the United States that is held by 
the company. At various times the Department of Justice has insisted 
that it is close to 90 per cent. Company officials have claimed that about 
half that figure would be correct. It is impossible to determine the 
commercially available reserves of ore, since its quality and location vary 
a great deal. As a result, the importance of the holdings of the Alumi- 
num Company cannot be clearly fixed. But unless the company had a 
strangle-hold on the supply, there would seem to have been no reason 
for the restrictive agreements it entered into with the General Chemical 
Company and the Pennsylvania Salt Company. Furthermore, an experi- 
enced French company, intending to build and operate a reduction plant 


. 4 Donald H. Wallace, Market Control in the Aluminum Industry (Cambridge, 
Mass., Harvard University Press, 1937), p. 104. 
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in North Carolina in 1912, planned on importing its own ore from France* 
Any ore lands, it could acquire in the United States were too inferior to be 
worked. Whatever the motives of the Aluminum Company may have 
been, its purchases seem to have given it a monopoly control over Amer- 
ican supplies of its raw material. 

In the refining stage the company maintained its one plant at East 
St. Louis. It grew to huge size as the power and reduction plants placed 
increasing demands on it. Until 1905 the reduction works were located 
at Niagara Falls and Massena in New York State and at Shawinigan in 
Quebec Province. As rising power costs made Niagara Falls a less 
desirable location, the Massena plant was enlarged, and a million-dollar 
works was built at Alcoa in Tennessee. In addition, the North Carolina 
project of the French company was acquired, 5 and a new plant and a 
new town were built at Arvida on the Saguenay River in Quebec. 

As the company added to its reduction capacity it acquired a num- 
ber of power sites. In Quebec, before 1925, J. B. Duke of tobacco fame 
and Sir William Price had started the development of an excellent site 
on the Saguenay River. George Haskell, an important figure in the field' 
of duralumin alloys, was negotiating with them with the intention of 
building a reduction plant. But the Aluminum Company moved onto 
the scene and Mr. Haskell was forgotten. It bought the original power 
company and shortly began generating power for the Arvida works. 
In a few years the original capacity of one hundred thousand horse-power 
was jumped to a million by the addition of other sites on the river. 

The other major power development has been on the Little Tennessee 
River. Sites acquired in 1912 received little attention until 1928. Their 
development in recent years and increase in the capacity of the Massena 
works have raised the installed horse-power above the half-million mark 
and given the Company a reduction capacity for over one hundred and 
thirty thousand tons of metal per year. 

All these developments were easily matched by the growth of the 
Aluminum Company in the manufacture of finished and semi-finished 
products. Sheet mills were constructed for aluminum and duralumin in 
New Jersey and Tennessee. An important plant at Massena took over 
the production of aluminum alloys into structural shapes. The Alumi- 
num Manufacturing Company was organized in 1909 to consolidate four 


* Various troubles had delayed the construction plans of this French company 
until 1914, and then the war shut off its financial support in France. Failing to 
find the needed capital in England or the United States, it was forced to sell its 
partially constructed plants to the Aluminum Company. In view of the booming 
war demand for aluminum, it may appear strange that no American capital could 
have been found outside of the Aluminum Company to take over a very promising 
development. Or possibly American enterprisers did not feel that a competitor ii } 
this field would enjoy good health and a long life. 
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large foundry and casting companies, and at present does approximately 
half the casting business of the country. Its output goes to the United 
States Aluminum Company, a wholly owned subsidiary of the Alumi- 
num Company. In addition, 40 per cent of its stock is owned by the 
parent company. 

The United States Aluminum Company was developed as the major 
subsidiary in the production of finished products. It markets the well- 
known Wearever Brand of utensils through a selling subsidiary, the 
Aluminum Cooking Utensil Company. Its “competitor, 1 ” the Aluminum 
Goods Manufacturing Company, produces the Mirro Brand and repre- 
sents the consolidation of three of the largest utensil manufacturers. 
About 30 per cent of its voting stock is owned by the Aluminum Com- 
pany. 6 

The parent company has also extended its control into a number of 
firms in a variety of fields. It holds 100 per cent of the stock of five 
small railroad companies, fifteen power and public utility companies, one 
magnesium company, and one electric carbon company. In addition, it 
owns smaller percentages of control in other companies in these fields. 
It also owns about fifteen miscellaneous enterprises ranging from the 
Union Trust Company of East St. Louis to the Perfection Bake Shoppe, 
Inc. Finally, the Mellon family ownership of the Aluminum Company 
gives it extensive financial and business connections in other sections of 
American industry. 

The Economics of Horizontal Expansion 

There is no evidence that horizontal expansion brought any advantages 
similar to those achieved in the early period of integration. It appears 
that the optimum either for individual plants or for the combination as 
a whole did not require a size much beyond that enjoyed by the company 
in 1905. In mining, increase in the scale of operations effected few sav- 
ings. Generally any increase in the capacity of mines called for propor- 
tional increases in equipment. Machinery and equipment are simple 
and were the same for the small and the large operator. In contrast, 
the refining stage, producing alumina, is highly mechanized. The treat- 
ment of bauxite with caustic soda and the subsequent steps in refining 
require considerable investment in boilers, vats, and kilns. When a 
capacity of fifteen to twenty thousand tons is achieved, however, a mere 
duplication of equipment and labor is required. 7 Plants with one-tenth 

6 For a description of the inter-corporate relations of the Aluminum Company and 
its subsidiaries see H. T. Warshow, Representative Industries in the United States 
(New York, Henry Holt and Company, 1928), p. 53. 

T Wallace, op. cit., p. 193 
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the output of the East St. Louis refinery would be of optimum size. 

The production of ingot aluminum through the electrolytic redu6tion 
of alumina is a simple process and requires neither specialized equip- 
ment nor management. Growth beyond a very small size merely results 
in the duplication of the tanks in which reduction takes place. The best 
scale will be determined by the amount of energy supplied by a power 
plant of optimum size. Large hydro-electric plants may turn out energy 
more cheaply than small or medium-sized plants. If so, they must find 
an outlet for their optimum scale production in large reduction works. 
It was in the generation of power that the Aluminum Company came 
nearest to finding economic justification for its growth. To utilize sites 
with a large head and flow of water and with favorable features for dams 
and penstocks the company found it necessary to build large reduction 
works. It is conceivable that the whole market .for aluminum might be 
supplied most cheaply from one gigantic plant. In this case, the econ- 
omies of scale would require a single firm of monopoly size. Between 
1907 and 1912 the Aluminum Company came close to this position. It 
acquired sites on the Long Sault section of the St. Lawrence River which 
could have been economically developed to supply all the power require- 
ments of the industry for at least a generation. It was not successful, 
however, in gaining permission to dam the river. New York State looked 
on the project with favor, but the American and Canadian national gov- 
ernments refused the necessary sanction. With that refusal disappeared 
any chance of justifying its growth in power and reduction on the basis 
of large-scale economies. As the company is now constituted, with a 
number of reduction plants at widely separated points, its advantages 
could only grow out of the combination of plants. 

The same conclusion can be reached for the fabrication and finishing 
branches of the industry. In both Europe and America a fairly large 
number of such plants has been the rule. It is apparent that the econ- 
omies accruing to large plants are not sufficient to overcome the advan- 
tage of locations near reduction works or near markets. 

It seems safe to conclude that any advantages realized by the com- 
pany must have come from the combination of plants. These might 
appear in purchasing, marketing, research, saving cross-freights, and in 
plant specialization. Since the company supplies itself with all its 
materials from ore and chemicals to carbon electrodes, economies in buy- 
ing by the big combination are negligible. Marketing advantages also 
seem to have been unimportant. Certainly, since 1914, independents 
would have been able and willing to exploit the market for aluminum 
products. While the Aluminum Company has vigorously pushed alumi- 
num into new uses, particularly in the alloy field, its great size and power 
have restrained independents. 
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Advertising and sales expenses may have been reduced by the presence 
of the single firm, but the reduction would be small. In an expanding 
market with a standardized product, the selling efforts of a number of 
independent companies would be almost entirely informative and not 
merely competitive. As a result, the selling expense would not be much 
greater than that of the horizontal combination. 

Specialization in management, production and marketing, which the 
Aluminum Company has sponsored, could not be undertaken by small 
firms. Most of the operations in the industry are simple, and a few 
managers are able to administer large aggregations of capital. In its 
expansion, however, the company has built beyond the minimum opti- 
mum scale, and management costs have grown at least proportionately 
with output. And since the techniques of the different stages are quite 
different, the combination has offered no savings in management expenses. 

Small enterprises would not be able to specialize in developing new 
uses for aluminum. Research of this sort would lay destructively heavy 
costs on their small output. But research advantages do not continue to 
grow as size increases. The success of specialized firms in Europe and 
the United States suggests that independents of moderate size are at least 
as efficient as the big combine in turning out new alloys and new forms 
of finished aluminum. 

Under certain conditions freight costs may be reduced by horizontal 
combination. Where demand in the market area immediately around a 
sheet mill, for example, is too small to take the output of optimum scale, 
the mill will penetrate distant markets where other mills are located. 
These latter may in turn do the same thing. The industry in the hands 
of a number of independent companies may use substantially more freight- 
service than would be used by a horizontal combination with fewer 
plants. The great growth of markets after 1916 has taken most if not 
all of this saving from the Aluminum Company. In each of the market 
areas of the United States, demand has been great enough to support 
several plants at optimum scale. 

A last claim concerns advantages in research. In recent years the 
Aluminum Company has tried to offset the bad publicity of impending 
anti-trust suits with advertisements pointing out the progressiveness of 
the company. Beyond any question these claims are justified. But the 
point at issue lies in another question. Could the same progressiveness 
have been achieved by a number of independent companies of medium 
size, or is it directly a product of the horizontal growth of the Aluminum 
Company? Integration before 1905 did add materially to its research 
powers. The problems of various stages were studied together and finan- 
cial resources were assembled. Later growth into each field did not give 
the company anything more than a proportional increase in these powers. 
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Four or five integrated concerns in the industry together would have 
befen able to do as much. And it is reasonable to presume that competi- 
tion between them would create greater reasons for progressiveness. 

It appears that by 1914 at the latest the aluminum industry was large 
enough to support a number of independent companies at optimum size. 
The growth of the single dominant firm does not seem to have been 
needed for the efficiency of the industry. In other words, the industry 
was not a “natural” monopoly in the fashion of local telephone and 
street railway fields. The Aluminum Company grew to monopoly pro- 
portions with the first burst of expansion between 1905 and 1914, in 
which period the patent monopoly over the reduction stage expired. The 
loss of patent protection and the rapid horizontal growth appear to be 
associated events. Possibly the management may have been led astray 
to seek unrealizable economies, but its efficient record' weighs against that 
explanation. More probably it sought to replace the lapsing patent con- 
trol with overpowering size. Whatever the motives, it did achieve that 
result. 


THE DOMINANCE OF THE SINGLE FIRM 

The presence of monopoly is never easy to prove, and it is never un- 
qualified by some direct or indirect competition. The formidable size 
and the price and ^profit record of the Aluminum Company present evi- 
dence of a considerably qualified monopoly control. In the production 
of primary ingot it stands alone in the United States. No independent 
producer has appeared since the projected French enterprise in North 
Carolina. Any competition it meets must come from one of three sources 
— imported ingot, secondary aluminum ingot re-melted from scrap, and 
other metals. 8 The first of these has shown some strength. At various 
times before the war imports were sufficiently large to force the Alumi- 
num Company to reduce its price. In 1930, when the tariff was reduced 
one cent per pound*, the domestic price was lowered by a similar amount. 
Over the last fifteen years imports have supplied between 12 and 15 per 
cent of American consumption, and have unquestionably provided a 
check on the national monopoly. 

The re-melting of scrap was started in 1914 and has been of growing 
importance in recent years. It now supplies about 35 per cent of the 
total ingot used in the United States. About 10 per cent of it comes back 
to the Aluminum Company from its own fabricating plants and never 
gets into the open market. In the opinion of Donald H. Wallace, no 

8 By 1942 scarcity of supplies created by the war brought forth government plans 
to spend over $350,000,000 in the construction of primary reduction plants which 
are to be operated by the Aluminum Company. 
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independent rolling mill could safely rely on the secondary market for 
supplies of ingot. A material percentage of the re-melt is not satisfac- 
tory for rolling, and periodically the supply is inadequate. In 1923, 
purchases of scrap by the Aluminum Company actually raised its price 
above primary ingot. At such times the independent fabricator, who 
had relied on the scrap supply, would be unable to get deliveries from 
the Aluminum Company. His only recourse would be the use of more 
expensive imported metal, with probable delays in its delivery. Despite 
these weaknesses the scrap market does qualify the monopoly. Except 
in periods of scarcity, it endows demand for the ingot of the Aluminum 
Company with an elasticity it would not otherwise possess. 

In many uses aluminum competes with copper, tin, brass, iron, and 
zinc. To a considerable extent these metals will be substituted for one 
another on the basis of their comparative prices. While existing inde- 
pendents who are manufacturing aluminum products may be harassed 
by this competition, they also receive a measure of protection from it. 
For if the Aluminum Company wants to expand the sale of ingot to in- 
dependents, it must consider this competition in setting prices. Unfor- 
tunately, the company seems to have preferred to hold ingot prices 
above cost and expand the demand by developing new uses for aluminum. 
This has been apparent in one of the big markets of the industry. In 
1922, automobile manufacturers bought close to twenty thousand tons 
for use in crank-cases. By 1930, the market had shrunk to one-third. 
The aluminum industry apparently could find no defenses against the 
inroads made by the steel industry. Technical advances in steel were 
largely responsible, but the Aluminum Company, by drastic price reduc- 
tions, might have retained a larger portion of this market for itself and 
for independent fabricators. Instead it failed to reduce prices as much 
as costs were being reduced. 

The comoetition of other metals may not affect the price of aluminum 
ingot, for another reason. With products such as aluminum cable, which 
are produced exclusively by the Aluminum Company, prices may be cut 
without affecting the prices paid by independents for ingot. At times 
aluminum cable has been sold at prices below that of the metal from 
which the cable \s made. In other words, the parent company can dis- 
criminate in favor of its subsidiaries and thereby expand certain markets 
without lowering ingot prices. 

Study of the price and profit records of the company suggests that 
competitive forces have not been strong enough to create normal competi- 
tive conditions. From 1909 to 1935 net annual earnings ranged between 
-6.7% and 30.6% of total assets. 9 In two normal periods, unaffected by 


9 Wallace, op. cit., Appendix C. 
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war prosperity or by cyclical depression (1909 to 1914 and 1923 to 1929), 
average earnings were 17.6% and 10.2%. 

The smaller return earned in the second period does not indicate a 
stronger competition in the American industry. In the first place, in- 
vestment increased materially, and earnings were small while new plants 
were being brought into full production. In the second place, reductions 
in price enjoyed by American consumers can be credited to a consider- 
able extent to foreign and not domestic competition. A cartel of Euro- 
pean producers organized in 1925 reduced prices in order to remove a 
temporary surplus, and the Aluminum Company was forced to follow 
suit so as to check imports of the metal. The strength of the domestic 
monopoly is attested by the price changes that occurred when tariff pro- 
tection was altered. Before 1923 the Aluminum Company held its ingot 
prices slightly below the price of foreign metal, and thereby enjoyed the 
full two cents of protection offered by the tariff. When Congress de- 
cided that the company needed the protection of an additional three- 
cent tariff the corporation showed itself to be properly grateful. Its 
prices were increased by five cents per pound. In 1930, the import duty 
was reduced from five cents to four cents and prices were reduced one 
cent. 

In respect to aluminum sheet, the company has been accused of lower- 
ing prices in order to embarrass competitors. The Baush Machine Tool 
Company has complained that it has been forced to meet unfairly low 
prices in the sale of aluminum-alloy sheet. In a suit brought against the 
Alujninum Company it charged that ingot prices were held steady, while 
the fabricated sheet was sold at prices that did not leave sufficient margin 
to cover fabrication costs. 10 If the contention were true, the Aluminum 
Company could use profits from the sale of ingot to cover losses in the 
sheet business, while independent sheet manufacturers would suffer seri- 
ous injury. Evidence submitted by the Baush Company was not con- 
clusive, although the Aluminum Company had reduced the margin be- 
tween ingot and sheet from 9.46 cents to 5.95 cents. It was not possible 
to show that the reductions were designed to restrain competitors. They 
might have been made to meet the competition of sheet steel and stain- 
less steel or to expand the general use of aluminum sheet as costs of 
rolling were reduced. 

Economic Effects of Monopoly 

Both the presence and the economic injury of monopoly are attested 
by evidence of typical monopoly effects. Investment in ingot production 
has been carefully restricted so that the output of optimum scale opera- 

10 Baush Machine Tool Co. v. Aluminum Co. of America, 72 Fed. (2nd) 236 (1934). 
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tions could be sold at prices above cost. During the period of patent 
monopoly, plant expansion lagged behind the growing demand. Then, 
following a few years of rapid expansion, capacity was again carefully 
restricted. After 1922 demand grew substantially, and an obviously in- 
adequate investment was continued. Not until 1927 did the company, 
by plant expansion in the South, recognize the expanding market for its 
products. In the meantime, it resorted to the importation of some ingot 
and slow deliveries to buyers. And even after capacity was doubled in 
the late twenties, the company restricted sales by reducing prices less 
than the amount of cost reductions. The extent of the restriction in 
capacity is suggested by the fortunes of the company in the depression. 
After a huge increase in investment was followed by the collapse of 
buying in the depression, it still made average earnings of over 3 per 
cent between 1930 and 1935. 

This restrictive policy is inevitably projected into the finishing 
branches of the industry. Except for the help offered by imported alumi- 
num and re-melted scrap, fabricators must plan their output in view of 
the ingot situation. They will suffer the injurious restriction of monop- 
oly without any compensating benefit. In the short run, the quantity 
of their products taken by buyers will be affected by the cost of ingot. 
In the long run, they may suffer from real decreases in demand as buyers 
turn more or less permanently to the use of other metals. 

The Aluminum Company and the Law 

In the course of its development the Aluminum Company has had a 
number of skirmishes with the anti-trust laws. Specific acts or prac- 
tices have been attacked in private suits, proceedings of the Federal 
Trade Commission, and prosecutions by the Department of Justice. 
After George D. Haskell, President of the Baush Machine Tool Com- 
pany, was abandoned by Duke in the Saguenay development in favor of 
the more powerful Aluminum Company, he sued both the Duke estate 
and the company under the Sherman Act. In trial of the first suit in 
the District Court of New Jersey an award of eight millions was ren- 
dered against the Duke estate. Haskell never enjoyed the money, how- 
ever, for the Third Circuit Court of Appeals reversed the decision of the 
lower court and the Supreme Court refused certiorari. 11 His suit against 
the Aluminum Company was allowed to lapse. 

The setback did not drive the Baush Company from the field. After 
a lapse of three years, it again sued for damages for alleged injuries at- 
tributed to the monopoly of ingot supply and the attempts of the Alumi- 

u Haskell v. Perkins et al, 28 Fed. (2nd) 222 (1928) ; 31 Fed. (2nd) 54 (1929) ; 279 
U. S. 872 (1930). 
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num Company to monopolize sheet aluminum and various finished 
products. 12 After losing in the lower court, the complainant won an 
award of $956,300 in the Court of Appeals. 18 Since the Sherman Act 
provides for treble damages, the award amounted to nearly three million 
dollars. But on technical grounds the Aluminum Company obtained an 
appeal and then won the re-trial. 14 A settlement was finally effected out 
of court. 

The Federal Trade Commission did not even enjoy this measure of 
success in either of its two prosecutions. In the first it attempted un- 
successfully to protect the independence of the Cleveland Metal Products 
Company. This firm, after a considerable experience in the enamelled 
steel industry, built an aluminum rolling mill as part of its venture in 
the aluminum utensil field. By 1915, when it was ready for produc- 
tion, it could not get ingot supplies from Europe, and was forced to turn 
to the Aluminum Company. No harm occurred for several years as the 
war demand brought it large profits. On the advent of government 
price-fixing for aluminum finished goods, it was caught in contracts to 
take ingot from the Aluminum Company in quantities and at prices that 
were ruinous. It could only escape at the cost of its independence. A 
new company in which the Aluminum Company owned two-thirds of the 
stock took over the properties. And here the Federal Trade Commission 
came onto the scene. It forbade the move as a breach of Section Seven 
of the Clayton Act, which forbids a corporation to “acquire . . . stock 
or other share capital of another corporation where the effect of such 
acquisition may be to substantially lessen competition.” 15 

The Commission ordered the Aluminum Company to give up its hold- 
ings in the new company, and it was sustained by the Court of Appeals. 16 
But the Cleveland company had no place to go except into the arms of 
the Aluminum Company. It was unable to continue business profitably 
and owed over five hundred thousand dollars. In a sheriffs sale it was 
re-acquired by the Aluminum Company. The Federal Trade Commis- 
sion was not able to prove either that the indebtedness was fictitious or 
that the company could escape insolvency as an independent. 17 Superfi- 
cially the Commission’s failure can be attributed to war-time economic 
conditions, but fundamentally it must be laid to the monopoly control 
of ingot supplies and the financial dominance of the Aluminum Company. 

The second action of the Commission grew out of a report to Congress 

12 Baush Machine Tool Co. v. Aluminum Co. of America, 72 Fed. (2nd) 236. 4 

la C. C. A. (2nd) 1934; certiorari denied, 293 U. S. 596 (1934). 

14 79 Fed. (2nd) 217 (C. C. A. 2nd, 1935). 

15 3 F. T. C. 302 (1921). 

16 Aluminum Co. of America v. Federal Trade Commission, 284 Fed. 401 (1922). 
C. C. A. (3rd) 1922 ; 261 U. S. 616 (1923). 

17 299 Fed. 36; (1924). 
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on competitive conditions in the house furnishings industry. From the 
general investigation the Commission went on to charge the Aluminum 
Company with unfair practices in the form of “delaying shipment of 
materials to competitors, forwarding materials known to be defective 
. . . , discriminating in prices, and hindering competitors from enlarging 
their operations.” 18 Five years later, however, it was forced to admit 
that the charges could not be sustained by evidence, and dismissed the 
complaint. 39 

In 1912, the first action taken by the Department of Justice also con- 
cerned trade practices. Unfair methods of competition were charged in 
the casting and utensil industries, and restrictive contracts concerning 
bauxite were held to be illegal. In suing, the government did not seek 
to break up the various combines, but sought only to reach these two 
evils through court injunction. The Aluminum Company consented to 
a decree from the court, which meant little. 20 It was forbidden to com- 
bine to control the price of aluminum and its products; to harass com- 
petitors with price discrimination ; to delay, refuse, or threaten to refuse 
delivery of raw materials. 

These prohibitions were almost useless. The Sherman Act already 
forbade combinations to fix prices, and the Court did nothing to advance 
the actual application of the prohibition. Price discrimination had al- 
ready appeared to be very difficult to prove. It was almost impossible 
to distinguish between delays in deliveries caused by shortage and those 
designed to harass competitors. And finally, the Aluminum Company 
enjoys, as does any private company, the right to refuse to sell to any 
buyer. Only when the privilege is used to create monopoly or lessen 
competition materially would the court decree apply. If these conditions 
could be proved, more stringent measures could be and should be pre- 
pared. 

Twenty-five years and a number of political administrations passed 
before the Department of Justice returned to the fray. In April, 1937, 
Attorney-General Cummings announced the filing of a suit which sought 
not merely the good behavior of the huge combine, but a reorganization 
of the property of the parent and twenty-five subsidiary companies. 
The government petition to the court claimed that these companies 
manufactured all the virgin aluminum in the United States and sold 90 
per cent of the aluminum sheet and about all of the aluminum wire, 
cable, and tubing. It also claimed that the Aluminum Company had 
purchased raw materials and plants in Europe in order to keep foreign 


18 Federal Trade Commission, Annual Report, 1925, p. 88. 

10 Complaint No. 1335. 

20 United States v . Aluminum Co. of America, District Court, Western District of 
Maryland, June 7, 1912. 
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competitors out of American markets by threatening them with cut-* 
throat competition in their own domestic markets. Testimony in the 
case occupied some forty thousand pages, along with ten thousand pages 
of exhibits, and was printed in four hundred and eighty volumes. It 
took three hundred and sixty-two trial days to present, and when all the 
testimony was in Judge F. G. Caffey of the District Court, Southern 
District of New York, ruled against the government on every one of 
some one hundred and forty points involved in the argument. 

POSSIBLE PUBLIC POLICIES 

It is still apparent that the aluminum industry presents a problem of 
social control to a society committed to a system of competitive individ- 
ualism. Economic affairs are not subjected to the control of competitive 
forces, and the present condition must be altered. In general there are 
two immediately available alternatives. Monopoly may be accepted 
and even strengthened, and public price and investment controls applied 
to regulate the industry. Or attempts may be made to restore com- 
petition. 

If the latter policy is feasible it possesses certain advantages. It re- 
tains private enterprisers to handle the affairs of the industry for some 
share in a normal profits payment. Monopoly with its attendant public 
regulation requires a duplication of management. Important decisions 
affecting price and investment policies must be made by the public 
agency. At the same time, these affairs and other business questions 
affected by them must be directed by private management officers. In- 
evitably there is a costly duplication. 

The economic characteristics of the aluminum industry show, on the 
one hand, that monopoly is not a necessary condition and, on the other 
hand, that classical competition is not feasible. Present demand condi- 
tions would support between five and ten large firms at optimum size 
and optimum scale in the refining, reduction, and power stages. In 
mining and in the finishing stages a large number of independents would 
be economically justified. The observed merits of integration and the 
advantage of large-scale production suggest that five to ten integrated 
firms of medium size would create a technically efficient industry. 

In such circumstances, we would not find the competitive system of 
Adam Smith. Since the industry would not offer the thousands of 
small firms necessary for classical competition, public control must 
choose between the competition of a few relatively large firms and a 
publicly regulated monopoly. The choice is not an easy one. At the 
best, where only a small number of competitors exists, a very qualified 
independence of decision would be found. Inevitably each company 
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would consider the effect of its price and output decisions on the policies 
of competitors. At the worst, a thorough-going cooperation would create 
the monopolistic effects we are trying to avoid. 

Decision must be made on the basis of two considerations. Firstly, 
how do the mal-effects of competition between a few large firms compare 
with the bad feature of public regulation of monopoly? Secondly, what 
chance is there that even this inadequate competition might give way 
to complete cooperation? Some answer to the first question is found in 
studies of imperfect competition and public regulation. The relative 
merits of the two are not clear, but at least there is no overwhelming 
case against the competitive control. The answer to the second ques- 
tion seems to depend considerably on the character of foreign competi- 
tion. If import duties were eliminated, foreign producers might rush 
into the American market whenever prices rose to monopoly levels. If 
this were the case there would be no advantage in monopolistic coopera- 
tion between American firms. 

Foreign competition could not be, relied on unless the present connec- 
tion between Aluminum, Ltd., of Canada and the American industry 
were broken. In 1928, this company took over almost all the foreign 
properties of the Aluminum Company of America. While there is no 
direct corporative connection between the two, there is a close ownership 
connection. Controlling shares in both are held by the Mellon family. 
In 1936, the Canadian company possessed a capacity equal to one-half 
that of the Aluminum Company and 25 per cent greater than that of its 
largest European rival. It is a powerful company and could harass 
European producers in a number of markets if it set out to do so. Since 
1931, it has been an important member of the European cartel, and it is 
probable that its cooperation would not be continued if foreign competi- 
tion became severe in the American market. If a few large companies 
replaced the present single firm in the American industry, we could not 
get any help toward creating competition from foreign producers unless 
the Canadian company were completely divorced from all the American 
firms. 

To effect reorganization of the industry two means are present. The 
first li^s in continuance of the suit under the Sherman Act looking for 
reorganization of the Aluminum Company. Successful appeal may not 
end monopoly, because members of the Mellon family probably would 
continue to own controlling shares in the various units into' which the 
combine might be broken. The Sherman Act is powerless to undo the 
property accumulation of thirty years, but at least some wedge may be 
driven between the separated sections. In time, separation may become 
a real thing. Possibly the investment policies of the Mellon family would 
change so as to release parts of the old combine from the common owner- 
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ship. Possibly new companies would appear as opportunities seemed less 
restricted. 

The second means lies in Congressional hands. Tariff protection can 
be removed, so as to open the reorganized industry to the salutary ef- 
fects of foreign competition. Europe possesses an efficient aluminum in- 
dustry, and in peace-time it could be used to check the appearance of 
monopolistic cooperation and to encourage independence of action in 
American industry. Alihost all the market would be retained by domes- 
tic producers unless they raised prices to monopoly levels. 

These two attacks will not assure a competitive industry, but they are 
the only means available. In the past, the Aluminum Company found 
monopoly power in patents and control of raw materials, and strength- 
ened these with tariff protection and the great force of overwhelming 
size. Patents are no longer important, a change in Congressional policy 
could remove tariff protection, and successful prosecution under the 
Sherman Act would end the raw material control. It is obvious, how- 
ever, that the effects of the present position of the company cannot easily 
be removed by a dissolution decree. There is some reason to believe 
they would disappear in time, and this belief may justify reliance on 
these two means. Otherwise, since monopoly is intolerable, we must 
turn to public utility controls or to government operation. 
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After 1850 the mechanization of the shoe industry brought new meth- 
ods to shoe manufacturers and a new field for American enterprise — the 
production of shoe machinery. The new industry grew with rapidity as 
inventions created additional machines for the use of the shoe industry. 
From the first, patented machines assumed a position of unusual impor- 
tance; later, a single firm, the United Shoe Machinery Company, rose to 
dominate the manufacture of these machines. Today, to appreciate the 
monopolistic elements in the shoe machinery industry, we must appre- 
ciate the importance of patented machines, the monopoly privileges 
granted in our patent laws, and the place of the United Shoe Machinery 
Company. 

THE DEVELOPMENT OF SHOE MANUFACTURE 
AND SHOE MACHINERY 

Shoe manufacture in the United States has followed the usual course 
of industrial development. Handicraft methods prevailed at first. In 
Colonial days every farm kitchen was equipped with the requisite hand 
tools, such as knife, awl, needle, hammer, pincers, and lapstone, with , 
which to perform shoemaking’s basic operations of cutting, sewing, and 
hammering. 

About 1750 in Lynn, Massachusetts, a Welsh immigrant, named John 
Dagys, subdivided the labor of shoemaking so that much of the work 
could be done in the homes of seafaring families or farmers. This sys- 
tem spread widely with the appearance of good profits. Factors or 
merchant capitalists supplied the small amounts of capital needed to 
purchase raw materials. Leather and cloth were cut into the required 
shapes in the factors* shops. This stock for shoe uppers was then sent 
to the homes of workers, who stitched it together. Upon completion it 
was collected and returned to the shops, where skilled workers attached 
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the uppers to the leather soles by hand. For some time this combination 
of factory and “putting-out” system existed. 

In 1845 the first shoemaking machine was adopted. 1 It rolled sole 
leather stock quickly and soon supplanted the old hand method of ham- 
mering sole leather to increase its compactness and firmness. Pegging, 
skiving, 2 sole-cutting, and stitching machinery appeared shortly there- 
after. Soon Elias Howe’s sewing machine was adapted to stitching shoe 
uppers, and shoe workers were brought under a single roof. 

The Civil War stimulated other inventions in shoe machinery. The 
most important were associated with the names of Gordon McKay and 
Charles Goodyear, Jr. Machines bearing their names are responsible 
for the production of about 53% of the shoes made in the United States 
at the present time. 3 

The McKay process is one of sewing waxed linen thread directly 
through the outer and inner sole of the shoe, so that the thread catches 
the shoe upper material between the two soles, binding the three parts 
firmly together. To facilitate this operation the outer sole is made ready 
by running it through a channeling machine, which cuts a slit around 
the edge of the sole, folds the leather back to form a lip, and digs a 
little trench along the inside of the slit. The McKay stitching follows 
the trenched slit, and the leather lip, which was folded back, covers the 
stitches on the bottom of the outer sole. This leaves the sole smooth 
for finishing. The stitches go through the inner sole, however, and are 
visible inside the shoe. To conceal them and make the shoe more com- 
fortable a lining of leather or imitation leather is used. 

The sewing machine for the McKay process was invented by Lyman 
R. Blake. But its development and manufacture were financed by 
Colonel Gordon McKay, who purchased the patent rights. The ma- 
chines and the process have since borne his name. 

Just as the Howe sewing machine speeded up the processing of shoe 
uppers, so, too, the McKay sewing machine facilitated the sewing of 
soles to uppers, greatly lowering production costs. The McKay machine 
could process 300 pairs daily, whereas the best a worker could do by 
hand was 10 pairs a day. This important technological development 


x The peg-making machine antedated this first shoe machine by a quarter of a 
century. It turned out pegs for shoemakers. So prolifically did these machines 
produce pegs that it is said that “city slickers” bought them to resell as seed oats 
to gullible New England farmers. 

2 Cutting or shaving down to a thin edge. 

8 In 1937, percentages of total shoe production, according to fundamental process 
Classification, were: Welt, 32.7%; McKay, 20%; stitchdown, 13.2%; cemented, 
22.1%; wood or metal fastened, 5.6%; and turned, 6.4%. C/. Bureau of the Census, 
Census of Manufactures (1937). 



SHOES AND SHOE MACHINERY 223 

came when the Civil War demand for shoes was pressing heavily on 
shoe manufacturers. 

Even though the demand for shoes was increasing, the machines were 
not quickly adopted. Masters of the little “ten-footer” shoe shops 
lacked the capital necessary to purchase expensive shoe machinery, espe- 
cially as it might soon become obsolete. Colonel McKay was forced to 
find a more attractive method than outright sale to get his machines 
into use. He developed a royalty-leasing system in which the manufac- 
turer paid a small price for the installation of each leased McKay ma- 
chine and then paid a royalty or tax on each pair of shoes made on these 
machines. Under these conditions the McKay equipment quickly be- 
came a competitive necessity. McKay made his machines more popular 
by gifts of stock in his company to large users of his equipment. 

The leasing system became so firmly entrenched that shoe manufac- 
turers were reluctant to accept any other arrangement. Later inven- 
tions in shoe machinery had to be introduced under the same system. 

In 18G2, according to one authority, 4 Auguste Destouy succeeded in 
mechanizing the welt process of shoemaking. Destouy’s idea was im- 
proved upon by Daniel Mills and perfected by Charles Goodyear, Jr., 
who took out patents for a welt-stitching machine in 1871 and 1875. 
This long-known process was a very difficult hand method, requiring 
extensive training and great skill. 

The mechanized process of making welt shoes is carried on in that part 
of the factory known as the bottoming or making room. Briefly stated, 
the process is as follows. 5 The completed shoe upper, which has been 
shaped to the last or shoe form and attached to the insole, is ready 
to receive the welt, which is a narrow strip of tough, pliable leather. 
The welt is sewed by a Goodyear stitching machine from an inside lip 
of the insole, previously prepared by channeling, so that a stout linen 
thread passes through the insole lip, the shoe upper, and the welt to unite 
all three firmly. The welt protrudes, forming a flange, and to it the 
heavy outsole, also channeled, is sewed securely by a Goodyear outsole 
lock stitch machine. The shoe then moves on for further processing. 

The Goodyear machines turned out welt shoes more exactly made, 
more comfortable, and cheaper than those made by hand. Costs were 
reduced greatly, and eventually the Goodyear process became a keen 
rival of the McKay process. 6 Indeed, the Goodyear method has several 


4 Malcolm Keir, Manufacturing Industries in the United States (New York, The 

Ronald Press Company, 1920), p. 233. 

6 Certain intermediate processes are omitted to avoid confusion. 

6 The ratio of McKay to Goodyear welt shoes fell from 40 pairs to 1 in 1880 to 
about 5 pairs to 1 in 1895. The welt shoe is now more popular than the McKay. 
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distinct advantages over the McKay process. First, it produces a more 
comfortable shoe. In the Goodyear welt, the stitches uniting the uppers 
to the insole and outsole do not appear inside the shoe as they do in the 
McKay process. Though McKay shoe manufacturers try to eliminate 
this defect by use of a sock lining, they are not completely successful. 
McKay shoes are, therefore, sold to customers who cannot afford better 
ones. 7 Second, the Goodyear welt shoe can be more easily “tapped” 
or re-soled, consequently it gives more wear than does the McKay 
type. 

The number of Goodyear machines in operation increased from 250 
in 1880 to 2500 in 1895. But because the machines were costly and 
subject to rapid obsolescence, they, too, were leased to shoe manufactur- 
ers under the popular royalty system. 

Other machines fundamental to shoemaking were introduced after the 
Civil War. None was as important as the McKay and Goodyear ma- 
chines, save possibly the lasting machine invented in 1882 by J. E. 
Matzeliger. Heeling machines also came in after 1870, greatly improv- 
ing the process of attaching heels to shoes. 

Thus it may be safely stated that by 1890, machine development in 
three of the four basic processes in shoemaking, namely, in the art of 
stitching the parts of uppers together, in lasting, and in stitching the 
soles to the uppers, had passed through the difficult initial stages of 
mechanization. Pattern and last-making had greatly advanced, too, 
leaving only the process of hand-cutting of linings and leather as 
the final stronghold in the industry for man’s inventive genius to con- 
quer. 

Rapid mechanization accounts in large measure for the speedy growth 
of the American shoe industry after the Civil War. In 1890, thirty-five 
states reported establishments engaged in shoe manufacture. 8 Two- 
thirds of the boots and shoes produced in American factories were made 
in New England, and Eastern Massachusetts was the center of this 
producing region. Lynn was the leading shoe city. In 1890 its fac- 
tories numbered 323 and produced shoes valued at $26,000,000.® Brock- 
ton and Haverhill ranked second and third, respectively. The former 
city specialized in men’s shoes, and had 73 factories producing shoes 
valued at $16,000,000 in 1890; the latter city had 201 somewhat smaller 
factories in operation in this same year, turning out footwear valued at 


7 Cheap, medium, and high-grade shoes are produced by both methods. In gen- 
eral, the McKay process is used on the cheaper grades of womens shoes. 

8 Victor S. Clark, History of Manufactures in the United States (New York, 
McGraw-Hill Book Company, Inc., 1929), Vol. II, p. 471. 

8 Most of the factories in Lynn were moderate in size. The majority did a busi- 
ness varying from $25,000 to $250,000 annually. Very few exceeded annual sales 
of $1,000,000. Ibid., p. 472. 
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$15,000,000. The growth of the industry in the United States was very 
rapid in the last two decades of the nineteenth century. 10 

The industry spread out in two ways. In New England, labor troubles 
drove producers into country regions, particularly into New Hampshire 
and Maine. 11 In other regions it followed the centers of population, 
since transport costs of finished goods were more important as a loca- 
tion factor than were the transport costs of raw materials. Furthermore, 
the style factor was growing in importance, and proximity to the large 
retail markets was valuable. Consequently cities like Philadelphia and 
Rochester in the East, and Cincinnati, Milwaukee, and St. Louis in the 
rapidly developing Middle West, began to claim attention as notable 
shoe centers. 12 Moreover, mechanization made skilled operatives less 
indispensable, since machines were readily available everywhere. 
Though shoe machinery manufacture was centered in Eastern Massachu- 
setts, the service stations of the shoe machinery industry were placed in 
or near all important shoe centers. Prior to the consolidation of the 
leading shoe machinery companies in 1899 it was dangerous competi- 
tively not to provide shoe manufacturers with first-class service on 
leased machines. ’ 

COMBINATION AND MONOPOLY 

In 1898, by a process of direct growth or by combination, several 
companies dominated the field. 13 The Consolidated and McKay concern 


10 The rapid growth of the industry is apparent in the following table: 


Census year 

1899 

1889 

1879 

Number of establishments 

1600 

2082 

1959 

Capital invested 

$101,795,223 

$ 95,282,311 

$ 42,994,028 

Wage earners (average number) 

142,922 

133,690 

111,152 

Wages paid 

$ 59,175,883 

$ 60,667,145 

$ 43,001,438 

Miscellaneous expenses 

$ 10,766,402 

$ 9,217,519 

(a) 

Cost of materials used 

$169,604,054 

$118,785,831 

$102,442,442 

Value of product 

$261,028,580 

$220,649,358 

$166,050,354 

Pairs of shoes produced 

219,235,419 

179,409,388 

125,478,511 


(a) Not reported. 

Sources: Censuses of the United States, particularly the Twelfth Census, Part III, 
Manufactures, Special Report on Selected Industries. 

11 E. M. Hoover, Jr., Location Theory and the Shoe and Leather Industries (Cam- 
bridge, Mass., Harvard University Press, 1937), p. 171. 

12 For an interesting and enlightening discussion of the particular reasons for the 
development of the shoemaking industry in some of these cities, see Hoover, op. cit > , 
Chap. 13. 

18 Testimony of E. P. Howe, United Shoe Machinery Company official, before the 
Clarke Industrial Commission, H. R. Document No. 183, 57th Congress, 1st Session, 
1901-1902 (Washington, D. C.: U. S. Government Printing Office, 1901), Vol. XIV, 
pp. 482-483. 
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produced about 60% of the lasting machines made in the United States; 
the McKay Shoe Machinery Company manufactured approximately 70% 
of the heeling machines and 80% of the metallic fastener machines; and 
the Goodyear Shoe Machinery Company produced about 80% of the 
welting and outsole-stitching machines and about 10% of the lasting 
machines. 14 All of these companies used the rental or royalty system 
to put their machines into use. 

The International Goodyear Shoe Machinery Company handled most 
of the foreign business in shoe machines, and a sizable portion of its 
stock was owned by the Goodyear Shoe Machinery Company. There 
were numerous smaller and relatively unimportant companies operating 
at this time, such as the Eppler Welt Machine Company, the Interna- 
tional Eppler Welt Machine Company, and the Davey Pegging Ma- 
chine Company. 

Some time during the middle 1890’s S. W. Winslow of the Consoli- 
dated and McKay and E. P. Howe of the Goodyear Company felt that 
it was high time to combine further. In 1897 formal negotiations were 
begun. 15 Howe, before the Clarke Industrial Commission, testified that 
two things in particular motivated further combination: the desire to 
eliminate the duplication of expense incurred by having branch stations 
established and manned by each company to service their various ma- 
chines in the same locality; and the desire to avoid patent difficulties. 16 
In regard to the latter, the companies had a tendency to buy up patents 
which other companies might utilize. Costly litigation might be avoided, 
too, in instances where one company, such as Goodyear, wished to de- 
velop a lasting machine adaptable to its particular line of work, but 
found the basic patents controlled by the Consolidated and McKay 
Lasting Machine Company. 

A joint agreement was considered in an informal conference, but this 
method was abandoned because it was thought to be a questionable pro- 
cedure in view of the statutes of the several states and the Federal Anti- 
trust Law. Complete consolidation seemed less dangerous at the time, 
since its illegality had not yet been questioned. Howe, one of the prime 
movers of the combination, told the story to the Industrial Commission 
as follows: 17 

A plan of consolidation was then considered, and, although the officers of 
each of the companies knew pretty well about the business and status of the 
others, all having done business here in Boston for a series of years, still each one 
was allowed to send its own expert to look over the books and accounts and 

14 United States v . Winslow, 227 U. S. 215 (1913). 

16 Cf. Seager and Gulick, op. cit., p. 281. 

16 House Document No. 183, Vol. XIV, pp. 483 ff. 

u Ibid., pp. 484-485. 
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assets of the other two companies for the purposes of ascertaining whether any 
plan of consolidation could be devised. 

These conferences and negotiations continued for about a year, and finally, 
without the aid of any so-called 'promoter or hanker or outside influence , 18 a 
consolidation was agreed upon, taking each company at a price a little lower, 
quite substantially lower, than its stock was selling for in the market a f the time 
of the consolidation. 

The case of the Goodyear Company is illustrative. The capital of the Good- 
year Shoe Machinery Company was $3,000,000, its stock being divided into 
shares of a par value of $25 each. The stock was selling on the market in small 
lots at $41, $42, and $43 a share, while if there had been any attempt to purchase 
a block of stock the price would immediately have been enhanced because the 
stock was not listed and it was difficult to procure it, and any substantial buying 
would always result in enhancing the price. The Goodyear Company was put 
into the United Shoe Machinery Company at $40 per share, it being assumed, 
and I think the assumption was right, that that was as cheap and cheaper than 
the company could be bought if anybody went out and tried to buy it. 

In a similar way the price of the Consolidated and McKay Lasting Machine 
Company was fixed: that was also about $40 per share. Those two companies 
got together first. The leading directors and stockholders of the McKay Shoe 
Machinery Company were disinclined at first to come in. The Goodyear Com- 
pany consolidated with the Consolidated and McKay Lasting Machine Company 
and they had got well started when the McKay Shoe Machinery Company de- 
cided to come in, and a price of $11 per share was fixed for its stock, the par 
being $10 per share. 

The method of procedure was this: All the directors of the Goodyear Shoe 
Machinery Company, being large stockholders themselves or else controlling, 
through their friends, large amounts of stock, sent a circular letter to the stock- 
holders of the company, 19 advising them that the United Shoe Machinery Com- 
pany had been formed under the laws of the State of New Jersey with an 
authorized capital of $25,000,000, divided into $12,500,000 preferred and $12,500,- 
000 common stock (par $25), of which it was proposed to issue $8,625,000 of 
preferred stock and $8,625,000 of common stock for the purchase of all the 
stock of the companies which I have named — the Goodyear, the Consolidated 
and McKay Lasting Machinery Company, the McKay Shoe Machinery Com- 
pany, the Goodyear Shoe Machinery Company of Canada and the International 
Goodyear Shoe Machinery Company, the Eppler Welt Machine Company, the 
International Eppler Welt Machine Company, the Davey Pegging Machine 
Company, and certain minor companies and some outside letters patent. The 
stockholders were also infonned that a syndicate had been formed which would 
take sufficient common and preferred stock, in equal amounts, at par, to pay 
the floating debt of the several corporations which I have mentioned and to 
provide the company with at least a half million dollars in cash as working 
capital. The stockholders were informed the directors had exchanged their 
stock on the same terms as were offered to the stockholders and had advised 
the stockholders to do likewise. 

In the case of the Goodyear Company each holder of 100 shares of the Good- 
year stock received 80 shares of the preferred stock of the Uiiited Shoe Ma- 
ta Italics are added. 

19 This letter was sent out on February 8, 1899. 
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chinery Company and 80 shares of the common stock of the United Shoe Ma- 
chinery Company, the par of all these stocks being $25. Circulars of the same 
tenor were sent out by the directors of the Consolidated [and] McKay Lasting 
Machine Company, the McKay Shoe Machinery Company, and the Interna- 
tional Goodyear Shoe Machinery Company. 

The process of combination continued, and it. was later revealed that 
over fifty concerns producing shoe machinery or supplies had been 
brought into the combination within ten years. 20 Furthermore, the 
United Shoe Machinery Company, by acquisition of the interests of the 
International Goodyear Shoe Machinery Company and the foreign busi- 
ness of the Consolidated and McKay Lasting Machine and the McKay 
Shoe Machinery companies, controlled the corporations in Canada and 
in Great Britain, France, Germany, and Switzerland, and through them 
practically the whole of the manufacturing territory in Europe. 21 

The corporate history of the United Shoe Machinery Company needs 
but little further amplification. In 1902 the United Shoe Machinery 
Company of Maine was organized to function as a selling and leasing 
organization for the original United Shoe Company in those states which 
refused to issue a license to foreign corporations of such large capitaliza- 
tion. In 1905 the United Shoe Machinery Corporation, a holding 
company, was formed. It held practically all the stock of the original 
company. There seems to be considerable difference of opinion in ex- 
plaining this corporate development. Company officials declared that it 
was, in the main, the desire to alter certain charter powers granted to the 
original company in 1899 that motivated the change. The United States 
Department of Justice averred, however, that it was undertaken to 
facilitate the distribution of accumulated profits in the original company 
and to further monopoly. Twelve years later, in 1917, merger of the 
original company and the corporation took place and the name, United 
Shoe Machinery Corporation, was retained. 

Due to the original combination and later acquisitions, the United 
Shoe Machinery Corporation possessed a complete line of principal and 
auxiliary machines to be used in the bottoming rooms of shoe factories, 
that is, machines performing the various operations necessary to attach 
soles and heels to shoe uppers. The legal monopolies through letters 
patent which individual companies formerly held on individual machines 
became, by virtue of the corporate combination, a “pooled” monopoly 
under the control of a single company. 

Statistics prepared by one writer from legal briefs and from judicial 
opinion show how completely the United Shoe Machinery Corporation 


20 U. S. v . United Shoe Machinery Co. of New Jersey et al, 247 U. S. 86 (1918). 

21 See Howe’s testimony, House Document, No. 183, Vol. XIV, p. 485. 



SHOES AND SHOE MACHINERY 


229 


dominated the industry in 1911. 22 These data, found in the following 
table, show that only in outsole stitching was there any semblance of 
competition in bottoming room machines. 

TABLE 7 

Machines Put Out to Shoe Manufacturers in the U. S., March 1, 1911 


Type of machine 

Put out by 
United Shoe 

Put out by 
all others 

Per cent put out 
by United Shoe 

Clicking . . 

. . . 3655 

0 

100.00 

Pulling-over 

. . . 1632 

0 

100.00 

Lasting . . . . . . 

7496 

7 

99.99 

Standard screw 

409 

0 

100.00 

Pegging 

146 

0 

100.00 

Tacking 

3488 

6 

99.98 

Welt-sewing 

. . 2527 

142 

94.70 

Outsole-stitching 

2676 

758 

77.93 

Loose-nailing 

1835 

24 

98.70 

Heeling 

2019 

17 

99.17 

Slugging 

1876 

23 

98.79 

McKay sewing 

898 

8 

99.13 


28,657 

985 

96.56 (average) 


In large measure, the corporation maintained this dominant position 
in the industry by certain unusual business methods. Its machines were 
placed in two broad categories: general department machines, which 
might be sold outright to shoe manufacturers without restriction as to use; 
and special department machines, which were never sold, but were leased 
under varying types of contracts. In general the contracts took three 
forms: 23 (1) lease without restrictions as to use; (2) lease with restric- 
tions contained in so-called tying clauses , which compelled the lessee to 
use particular machines only with other special department machines 
provided by United; and (3) lease without restrictions on payment of a 
higher royalty charge, 24 and, in some instances, on payment of both a 
higher royalty charge and an installation charge. 25 Tying clauses which 
restricted the conditions under which machines could be used were in- 
variably present, however, in the leasing contracts of the most important 
and indispensable bottoming room machines. For example, the United’s 


' 22 Eliot Jones, The Trust Problem in the United States (New York, The Macmil- 

lan Company, 1928), p. 166. The form of the data is slightly changed, without af- 
fecting the content. 

28 Generalization about these contracts is difficult. There were other contracts 
which differed somewhat from those listed above. 

24 The higher royalty rate was 10% above the regular rate. 

25 Installation charges ranged from $25 to $1000, with the majority of them in the 
$200~$500 range. 
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"Goodyear department” lease, which was used for over twenty important 
machines in the bottoming room, contained a section, among others, 
which stated : 26 

If at any time the lessee shall fail or cease to use exclusively welt sewing and 
outsole stitching machinery held by him under lease from the lessor, in the 
manufacture of all welted boots, shoes, or other footwear made by or for him, 
the welts or soles of which are sewed by the aid of machinery, the lessor, al- 
though it may have waived or ignored prior instances of such failure or cessa- 
tion, may at its option terminate forthwith by notice in writing this lease and 
license and any other lease and license of machines , machinery , or devices like 
those or any of them, mentioned in the foregoing “Schedule of Machines,” or 
designed for similar purposes, then existing between the lessor and the lessee, 
whether as the result of assignment to the lessor or otherwise, and the posses- 
sion and full right to and control of all such machines, machinery, or devices 
held by the lessee under lease or license from the lessor or its assignor shall 
thereupon revest in the lessor free from all claims and demands whatsoever . 27 

Similar provisions were always to be found in the lease or license of 
the all-important lasting machines without which shoe manufacturers 
could not economically produce. Thus the restricted-use clause provided 
that lasting machines of the United could only be used on welted foot- 
wear which had been or was to be welted in whole or in part by the 
United’s welt-sewing or sole-stitching machines; that they could only 
be used on turned footwear, the soles of which had been or were to be 
attached to their uppers by United’s turn-sewing machines; that they 
could only be used on footwear which had been or was to be wholly or 
partially pulled-over, slugged, heel-seat nailed, or otherwise partly made 
by United’s pulling-over or metallic fastener machines. Penalty for 
failure to observe the restricted use or exclusive use clauses was the in- 
vocation of the cancellation-of-all-leases clause, which meant that at its 
option the United, upon proper notice in writing, could take all its ma- 
chinery out of the shoemaker’s factory. Improper observance of the 
contract provisions could result in quick and complete economic destruc- 
tion to any shoe manufacturer, regardless of size. „ 

/ Due to this sword of Damocles which hung over their heads, com- 
petitors of the United Shoe Machinery Company lived only on sufferance 
of the monopoly. Nor was it easy for potential competitors to enter 
United’s economic kingdom, except by development of a full line of 
machines technically equal to or better than United’s, and with an offer 
of terms as good as or better than United cared to offer. Yet potential 
competition did try to enter the field. What happened to it is the story 
of the "Plant Episode,” which follows. 

26 A copy of this lease and others is to be found in House Document , No. 183, 
Vol. XIV, pp. 493-497. 

2T Italics in the quoted section are added. 
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Thomas G. Plant, a well-known shoe manufacturer in Roxbury, Mas- 
sachusetts, on May 1, 1910, cancelled his leases on a number of United's 
machines in use in his factory. He replaced them with machines of his 
own invention which he had perfected after years of experimentation. 
Furthermore, he advertised his readiness to supply other shoe manufac- 
turers with his machines. On June 16th United began negotiations for 
the purchase of his properties. Three weeks later these negotiations 
were broken off and United filed a series of lawsuits against Plant, al- 
leging breach of contract on the cancelled leases and infringement of 
patents. Finally, for still undetermined reasons, Plant accepted United's 
offer. 28 He agreed to sell his entire property, patents, shoe machinery, 
and shoe business for $6,000,000. United paid $3,000,000 in cash and 
the balance in its common stock valued at $50 per share, or twice its 
par value. Plant's decision to sell, made at a very early hour in the 
morning, seems to support the contentions of Louis D. Brandcis, later 
Associate Justice of the United States Supreme Court, that the financial 
influence of the United Shoe Machinery Company had made it ex- 
tremely embarrassing for Mr. Plant, who was facing debts about to 
mature and greatly needed bank credit. 20 In short, the transactions had 
some of the hallmarks of a “forced" sale. 

The Supreme Court, by a margin of a single vote, held that the real 
reason for the Plant purchase was not monopoly, but the effective use 
of patents of the two companies. Trouble with infringing patents 
threatened to stop the improvement of machines and, according to the 
majority of the Justices, supplied a valid reason for absorption of the 
Plant properties. 30 

What were the reactions of shoe manufacturers to the conditions pre- 
vailing in the shoe machinery industry? Generally they favored the 
leasing system, for it made it unnecessary for them to invest large 
capital sums in expensive shoe machinery which could lose value quickly 
through obsolescence. In many instances, mechanization costs were 
reduced simply to taxes, royalties, and repairs. Overhead on idle ma- 

28 United Shoe contended, among other things, that Plant had begun the negotia- 
tions of sale and agreed to sell when he finally got a satisfactory offer. On the other 
hand, C. H. Jones, a well-known shoe manufacturer, testified before a Senate Com- 
mittee in 1911 that he and other shoe manufacturers had been interested in plans 
to finance Plant’s shoe machinery business; that Plant was not trying to force his 
machines on the United Company; and furthermore that Plant had said that he 
(Plant) believed the United Company had brought pressure on him to pay a bank 
debt of $140,000 which was falling due on the very day following the sale of his 
properties to the United. Cf . Jones, op. cit., pp. 181-183. 

29 Report of the Senate Committee on Control of Corporations , pp. 1188-1190. 
Cited in Jones, op. cit., pp. 181-182. The United Shoe Machinery Company denied 
these contentions emphatically. 

"United States v. United Shoe Machineiy Co. of New Jprsey ct al., 247 U. S. 

48-62 ( 1918 ). 
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chinery and obsolescence costs were borne in the main by the United 
Shoe Machinery Corporation. 81 And the company gave a desirable and 
satisfactory servicing to its machines. 

Some aspects of the royalty system, however, caused dissatisfaction. 
Large shoe manufacturers, anxious to receive the benefits of size and 
large-scale production, were irked by the uniform royalty charges. They 
preferred royalty rates to be graduated. The little producers, of course, 
liked the existing system. In addition, some of the large producers were 
not keenly favorable to a system which made entry into and egress from 
the shoe business so easy. Small competitors could ever be springing 
up to peck away at their business. 

Though most shoe manufacturers favored the leasing principle, they 
disliked the tying clauses, and would have preferred to see them stricken 
out. From time to time associations of shoe manufacturers passed resolu- 
tions urging removal of these objectionable features. 82 On one occasion 
an association entered into negotiations with United Shoe to remove them 
from the leases. 83 In Massachusetts in 1907 a law was passed, supported 
by certain shoe manufacturers, which prohibited use of the tying clauses 
in the state. 34 The efforts came to nothing. 

The United Shoe Machinery Company has never admitted the validity 
of the criticisms directed at the tying clauses. The leasing system, in- 
cluding the tying principle, it inherited from its predecessor companies. 
The tying arrangements arose out of technical and economic circum- 
stances, and these circumstances still prevailed, according to the United 
Company. Shoe machines such as theirs must be operated in teams, or 
else the work done on one machine will hinder work done by a subse- 
quently used machine, or work done by one may be destroyed in part 
by another. Such technical difficulties would lead to damaged or poorly 
made shoes, damaged shoe machines, loss of revenue both to the shoe 
manufacturer and to the United Shoe, and loss of reputation or good 
will. It can be argued, of course, that United should have let shoe manu- 
facturers have the unhappy experience of using rival machines along 
with United machines. If its claims were valid, the losses incurred by 
the shoe manufacturers would have revealed the fact. The revelation 
would still have been painful and probably would not have enhanced 
United’s good will. At any rate, the company chose not to take the risk. 

31 Ultimately, of course, these costs must be passed on to the shoe manufacturer 
in royalty rates if the United intends to continue in operation. 

, 82 Cf. Jones, op. cit., pp. 176-177. 

88 Home Document No. 183, Vol. XIV, Exhibit. Report of the Committee of 
the New England Shoe and Leather Association on the Modified Form of Lease, 
pp. 510-512. 

84 Cj . Seager and Gulick, op. cit., p. 295. The bill was introduced by Mr. R. H. 
Long of Framingham. Mr. Long was at one time or another a manufacturer of 
shoe machinery, shoes, war supplies, and automobiles. 
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United Shoe and the Law 

But what about the law? Was the combination a violator of the 
Sherman Act? Previous Supreme Court decisions indicated that the 
holding company form was not exempt from the law. 85 Were holders of 
letters patent subject to conviction of restraint of trade under the 
Sherman Act? The answers to these questions are to be found in a series 
of interesting Supreme Court cases relating to the United Shoe Machinery 
Company and its officials. 

The Federal Government instituted a criminal proceeding against 
S. W. Winslow, President of the United Shoe Machinery Company, and 
others, charging them with forming a combination in restraint of trade 
and with conspiracy. 36 The organization of the United Shoe Machinery 
Company and its acquisition of stocks and business of the various com- 
panies were alleged breaches of the Sherman Act. The case concerned 
the legality of the combination itself. Adjudication of the tying clauses 
was not involved under the construction placed on the indictments by the 
United States District Court of Massachusetts. 

In 1913 the Supreme Court upheld the legality of the combination. 
The business of the several companies, prior to combination, was assumed 
to be legal, and combination was merely an attempt to secure greater 
efficiency. The machines were patented and were, therefore, separate 
monopolies. The combining companies manufactured different machines 
and did not directly compete with each other. One corporation manu- 
facturing 70% of three non-competing groups of patented machines 
should be as acceptable as three corporations making about the same 
proportion of each single group of machines. And, finally, the statute 
did not require the reduction of all business into minute units. 

In a civil suit instituted against the United Shoe Machinery Company 
on December 12, 1911, the government charged a combination of manufac- 
turers of shoe machinery, and specifically attacked certain of the com- 
pany’s leases alleged to restrain competition. Counsel for the United 
claimed that the company was merely a combination of non-competing 
businesses and the leases were merely the exercise of legal patent rights. 
Government attorneys maintained, on the other hand, that the combina- 
tion itself was illegal and the leases as used extended the illegal control 
achieved by corporate combination. 

From the outset the prosecution faced obvious difficulties. In the first 


85 Northern Securities Co. u. United States, 193 U. S. 197 (1904); Standard Oil 
Company of New Jersey et al. v. United States, 221 U. S. 1 (1911); American 
Tobacco Co. v. United States, 221 U. S. 106 (1911). 

88 United States v. Winslow, 227 U. S. 202 (1913). 
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place, the previous case against Winslow had established the legality of 
the corporate combination. In the second place, earlier patent law de- 
cisions, though confused, favored the claims of the United Shoe Machinery 
Company. Thus, in 1896, the lower Court held in the Button-Fastener 
Case 87 that a company manufacturing a patented button-fastener ma- 
chine was within its patent rights when it required the purchaser of the 
patented machine, as a condition of sale, to buy also its non-patented 
metallic fasteners for use in the machine. This principle was adhered 
to by the Supreme Court in 1912 in Henry v . A. B. Dick Company, 38 
when the Court upheld the Dick Company’s selling arrangements which 
forced the purchase of its mimeographing materials as a condition under 
which its patented mimeograph machine had to be purchased. The lower 
court relied heavily on the precedent established in the Dick case in 
exonerating the United Shoe. 

In 1917, in the Motion Picture Patents case, 39 the Supreme Court over- 
ruled the Button-Fastener and Dick decisions. The Court said the Mo- 
tion Picture Patents Company was not within its patent rights when it 
attached to its motion picture projecting machines, which it had sold, 
restrictive conditions regarding the lease of film from a certain company 
licensed by the Motion Picture Patents Company. 40 This decision 
brightened the outlook for the prosecution in the United case, and appeal 
was carried to the Supreme Court. 

Nevertheless, the Supreme Court upheld the validity of the United 
Company’s leases. 41 The distinction which it made between the Motion 
Picture and United Shoe cases turned on whether the machines were sold 
or leased. In the former case, the machines were sold; in the latter, 
leased. Since the United retained title to its machines, it was within its 
legal rights to impose the lease forms then in use. Furthermore, the 
Court maintained its former position, established in the Winslow case, 
that the corporate combination, since the units that composed it were 
non-competing, did not violate the Sherman Act of 1890. 

The decision was far from unanimous. Justices McReynolds and 
Brandeis did not sit on the case. Since both had been involved previously 
in lawsuits relating to the United Shoe Machinery Company, professional 
ethics debarred them. The remaining seven justices split 4 to 3. 

While the Government’s civil suit against United Shoe was under way, 
Congress had attempted to stop some of the gaps apparent in the Sherman 

87 77 Fed. 288. 

88 224 U. 8.1. 

88 243 U. S. 602. 

40 More general restrictive provisions were used in addition to this specific one”. 

41 United States v. United Shoe Machinery Co. of New Jersey et al ., 247 U. S. 
32 (1918). 
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Act by the passage of the Clayton Act in 1914. Section 3 of this Act 
declared 

that it shall be unlawful for any person engaged in commerce, in the course of 
such commerce, to lease or make a sale or contract for sale, goods, wares, mer- 
chandise, machinery , supplies or other commodities, whether patented or un- 
patented, for use, consumption, or resale within the United States or any Ter- 
ritory thereof or the District of Columbia or any insular possession or other 
place under the jurisdiction of the United States, . . . where the effect of such 
lease, sale, or contract for sale or such condition, agreement, or understanding 
may be to substantially lessen competition or tend to create a monopoly in 
any line of commerce. 42 

The United States then initiated a case in Missouri, applying for a 
temporary injunction to prevent the use of the objectionable tying 
clauses. The injunction was granted November 9, 1915. About eight 
months later the District Court of Eastern Missouri denied the motion of 
the United Company to dismiss the case. Eventually it was carried to 
the Supreme Court, and that body in 1922 affirmed the decision of the 
lower court by a vote of 7 to 1. The Supreme Court found: That al- 
though there was no specific agreement not to use the machinery of a 
competitor, the practical effect of these restrictive provisions, thus tied 
together, was to prevent such use and necessarily to lessen competition and 
tend to create a 'monopoly in violation of Section 3 of the Clayton 
Act. 43 

What effect did the 1922 decision have upon the leadership of the 
United Shoe? Writing in the late 1920’s, Seager and Gulick in their 
book, Trust and Corporation Problems , maintained that no perceptible 
change had as yet appeared. 14 


Evidence of Competition 

Events of the last decade indicate that competition can enter and has 
entered the field against this economic Goliath. The David in this in- 
stance is the Compo Shoe Machinery Corporation, with a leased plant 
and headquarters in Boston, Massachusetts. It was born in Delaware 
on January 10, 1929, and manufactures and leases shoe machinery used 
to cement soles to shoe uppers. 45 Patents which protect the company 
were developed by William H. Bresnahan, one-time employee of the 

42 Italics are added. 

43 United Shoe Machinery Corporation et al. v. United States, 258 U. S. 452 (1922). 

44 Seager and Gulick, op. cit., p. 303. 

45 The cement process of making shoes is by no means new. It preceded the 
mechanical method of sewing them, but processing difficulties discouraged its use. 
As better cements were developed, its popularity was revived for a short time in 
England, and later in Germany as a First World War economy. 
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United Shoe Machinery Corporation. He is supposed to have refused 
United’s offer of $50,000 for them, preferring to form an independent 
company. 46 He succeeded in interesting friends in his project, and soon 
the Compo Shoe Machinery Corporation was launched, with Mr. Bresna- 
han as one of its directors and a voting trustee. 47 The newcomer has 
been very successful. Its growth and prosperity are revealed in the fol- 
lowing table: 


TABLE 8 

Production and Financial Development, Compo Shoe Machinery Corporation, 

1929-1939 


Year 

Compo’s 
machines 
in service 
in shoe 
factories 
on De- 
cember 31 

Number of 
shoe fac- 
tories us- 
ing Compo 
equipment 

Number 
of pairs 
of shoes 
produced 
on Compo 
equipment 

Total 
invested 
capital in 
thousands 
of dollars a 

Return 
on average 
invested 
capital 
(per cent) 

Dividend 
record 
in dollars 

1929 

(b) 

(b) 

2,261,254 

(b) 

(b) 

Nil 

1930 

(b) 

(b) 

5,100,000 

(b) 

(b) 

Nil 

1931 

(b) 

(b) 

10,908,555 

(b) 

(b) 

Nil 

1932 

(b) 

(b) 

21,000,000 

$ 427 

21.60 

.25 

1933 

1778 

(b) 

27,589,227 

556 

37.40 

.50 

1934 

2053 

(b) 

31,041,202 

707 

32.44 

.50 

1935 

2588 

(b) 

35,263,524 

854 

18.82 

.50 

1936 

2707 

329 

41,023,917 

1016 

21.60 

1.375 c 

1937 

2954 

342 

44,492,251 

1035 

29.34 

2.00 d 

1938 

3317 

394 

47,196,483 

1152 

22.85 

1.00 

1939 

(b) 

(b) 

(b) 

(b) 

(b) 

.50® 


* Based on average of invested capital at the beginning and end of the year. 
b Data not available. 

« $0.75 extra cash dividend. 
d $1.00 extra cash dividend. 

•To June 15, 1930. 

Sources: Poor’s and Moody’s Industrial Manuals, 


The Compo Company has succeeded in placing more and more machines 
in an increasing number of shoe factories. Concomitant with this growth 
has been the steady increase in the number of pairs of shoes produced 
on Compo equipment. Its capital investment has moved steadily up- 
ward, while earnings have fluctuated between 18.82% and 37.4% between 
1932 and 1938. Its gross income is divided about equally between in- 

46 For an interesting and informative account of the development of the Compo 
Shoe Machinery Corporation and the personalities who direct its activities, see 
Fortune Magazine, Vol. VIII, No. 3 (September, 1933), pp. 42 ff. 

47 Compo has four voting trustees. The voting trust was set Up June 30, 1930. 
This arrangement was to terminate five years later, but extension allows it to 
run until September 17, 1946. See Moody’s Industrials, 1938, p. 230. 
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come from the sale of cement and solvents ($718,803 in 1938) and 
rentals and royalties ($683,076' in 1938). 

The United Shoe Machinery Corporation chose at first to ignore the 
cement process. The continued success of its rival, however, made it 
necessary for Goliath to use David’s weapons, so United has developed 
machines of its own to make shoes by the adhesive method. Now it 
shares the market with Compo and others, with Compo the outstanding 
competitor in that particular field of shoemaking machinery. The divi- 
sion of the market and the importance of the adhesive method of shoe- 
making is shown approximately in the following table: 

TABLE 9 

Shoe Production in the United States by Census Years, 1929-1937, 
in Thousands of Pairs 


Year 

Total number of 
pairs of boots, 
shoes, slippers 
and others 

Welted, including 
Silhouwelts * 

McKaj’, including 
Littleway 

Turned 

Wood or 

Metal Fastened 

Stitchdown 

Cemented 

Machines 

Cemented on Compo 

Cemented on 
machines of 
all others 

.937 

424,971 

138,962 

85,238 

27,236 

23,651 

56,346 

93,539 

44,492 

49,047 

1935 

388,492 

116,923 

86,551 

25,727 

25,997 

70,967 

59,900 

35,263 

24,637 

L933 

349,346 

100,744 

93,361 

32,257 

25,984 

56,940 

40,061 

27,589 

12,472 

L931 

316,057 

98,204 

104,464 

38,513 

17,956 

46,006 

10,913 

10,918 

5 

L929 

371,519 

124,409 

126,850 

(b) 

(b) 

(b) 

(b) 

2,261 



• The Silhouwelt is a hybrid, being part welt and part a cemented shoe. Welting is 
sewed to the upper as in making a regular Goodyear welt shoe, but the outsole is attached 
to the welt not by stitching but by cementing. The inclusion of Silhouwelt with welted 
shoes understates the importance of the adhesive method. 

b Not separately given. 

Sources: XJ. S. Cciisus oj Manufactures and Poor’s Industrial Manuals. 

The statistical data show the rapid rise of cement-processed shoes since 
1929. Moreover, they show that the Compo Shoe Machinery Corpora- 
tion is meeting with stiffer competition in its field, in the main from the 
United Shoe Machinery Corporation. 48 Since the demand for cement- 
processed shoes is growing, both companies continue to make rapid 
strides, with the United tending to overhaul Compo. 49 

48 Hide and Leather and Shoes Blue Book , 1939, lists on p. 309 eight companies, 
including United and Compo, which manufacture machines for the cement proeess. 
Fortune Magazine estimates that 35 to 40% of the cement soling is accounted 4 for 
by the United Shoe machines (see Vol. VIII, No. 3, p. 37). Companies other than 
Compo and United are unimportant if this estimate is accurate. 

49 Fortune Magazine's article on the Compo Shoe Machinery Corporation infers 
that at the time the article was written (1933) United was offering its machines on 
somewhat better terms than was Compo (see Vol. VIII, No. 3, p. 114). 
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The outcome cannot be accurately predicted. It is probable, however, 
that as competition becomes keener, Compo and United will tacitly 
pursue the policy of peaceful market-sharing, with its multitude of sins. 
Both concerns will discover that neither one gains by continued warfare. 
United is unlikely to try to absorb Compo. Since the concerns are 
directly competing, it would collide almost certainly with the anti-trust 
laws. Moreover, the presence of some competition assuages public fear 
and encourages a more favorable public opinion of the dominant con- 
cern. 

In addition to Compo, the United Shoe Machinery Corporation has to 
share the market with some competitors in nearly every line. Compa- 
nies like the Singer Manufacturing, Reece Buttonhole Machinery, and 
United-Carr Fastener are known to be strong organizations and worthy 
competitors who have made it difficult for United to obtain as strong a 
foothold in other parts of the shoe factories as it has attained and main- 
tained in the bottoming rooms. 

Evidence of Monopoly Profits 

The competition which United has faced has not prevented it from 
gaining abnormal profits. From October, 1905, to the present, preferred 
stockholders have received their dividend of 6 per cent regularly. Ex- 
clusive of extra cash or stock dividends, common stockholders received 
8 per cent annually from October, 1905, up to and including April, 1919. 
In July and October, 1919, they were paid 6 per cent and 4 per cent 
respectively. In 1920 they received 12 per cent, and in each of the next 
three years, 8 per cent. After July, 1924, they received 10 per cent an- 
nually in spite of the stresses and strains of the 1930’s. 

In addition, common stockholders have frequently been the recipients 
of extra dividends of cash and common stock. Since July 15, 1907, 
United has paid them extra cash dividends eighteen times for a total of 
106 per cent. Eight of these cash extras were paid between 1930 and 
1939. Dividends in common stock have been paid on seven occasions in 
the last thirty-three years for a total of 125 per cent. In addition, com- 
mon stockholders received on July 15, 1916, 15/1000 of a share of 7 °/o 
preferred stock of the Thomas G. Plant Company, and on July 5, 1917, 
.4 per cent in Liberty Loan bonds. 

The dividend record does not, of course, portray completely the earn- 
ings of the United. In the last ten years its management has maintained 
a surplus of fourteen to sixteen million dollars while pursuing a very 
liberal dividend policy. 50 

50 The data in the following table are derived from the consolidated balance 
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Effects on the Shoe Industry 

In view of the. fact that the United Shoe Machinery Corporation has 
made very good earnings and has paid excellent regular dividends and 
many extras in cash and common stock, despite cyclical fluctuations in 
general business, the conclusion seems warranted that the corporation 
might be making some profit which must be labelled monopoly gain. 
Therefore, rental and royalty charges on United machines and the prices 
of its supplies may be greater than they should be. If there were other 
comparable companies in the field, and if the situation remained the same 
for United Shoe, the conclusion would have to be — assuming that no col- 
lusive action existed — that United was more efficient than its competitors. 
It would be simply an intra-marginal firm taking advantage of competi- 


shoels of the United Shoe Machinery Corporation (N. J.) and the United Shoe 
Machinery Corporation (Mc\). 

Net Income, Dividend Record, and Surplus Account of the United Shoe 
Machinery Corporation (N. J.) and the. United Shoe Machinery 
Corporation (Mc.), a 1928-1938 


Years 
Ended 
About 
Feb. 28 

Net Income 
After Taxes 

1939 

$ 9,477,129 

1938 

10,146,153 

1937 

11,349,895 

1936 

10,267,643 

1935 

8,825,515 

1934 

9,458,016 

1933 

6,023,483 

1932 

7,483,540 

1931 

8, 351,987 

1930 

9,670,923 

1929 

8,394,082 


Preferred 

Dividend 

Common 

Dividend 

$414,689 

$ 9,172,570 

421,236 

9,741,191 

440,908 

11,456,886 

446,088 

10,308,962 

446,759 

10,311,531 

456,822 

11,543,421 

(b) 

6,195,012 c 

(b) 

8,787,619 c 

(b) 

8,787,474 ° 

(b) 

8,787,096° 

(b) 

8,786,494 ° 


Surplus for 
the Year 

Surplus For- 
ward from 
Previous 
Year 

$ 110,130" 

$15,752,298 

16,274'' 

15,349,192 

581,666 " 

15,930,858 

•487,407 

15,459,487 

1,932,775" 

16,192,291 

2,452,227" 

14,519,488 

171,529" 

14,691,018 

1,304,079" 

15,995,097 

435,487" 

16,430,583 

883,827 

15,546,756 

392,412" 

15,939,168 


» United Shoo Machinery Corporation of Maine was formally dissolved in 1938. 
b Not separately reported. 

c Includes both common and preferred dividends. 
d Deficit after dividend payments. 

Sources: Poor’s Industrial Manuals and Standard Statistics Report U-21, revised June 
6, 1939. 

As of February 28, 1939, exclusive of treasury stock held as an asset, the United 
Shoe Machinery Corporation had outstanding 272,326 preferred shares held by 
about 3600 investors, and 2,293,714 common shares scattered among approximately 
22,450 holders. On the same date it carried on its balance sheet common stock at 
$58,239,726; preferred, $10,597,700; reserves, $6,663,631; surplus, $15,982,267. 
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tive market conditions. In the absence of clean-cut, conspicuous com- 
petition, however, it is not possible to reach that conclusion. 

Shaving down royalty rates would have no material effect on shoe 
prices, however, since royalties and such costs are small items in the 
total cost of a pair of shoes . 61 Therefore, consumers individually are not 
greatly injured by the lack of vigorous competition in the shoe machinery 
industry. 

In respect to the quality of machines offered the shoe manufacturers, 
it seems that shoemaking has not suffered. The United Shoe Machinery 
Corporation is known to have a large staff which spends most of its time 
improving the present machines and trying to invent new ones. In- 
ventors outside the corporation are free to work on inventions in the field 
if they wish. There is, to be sure, a serious drawback for those outside. 
They are faced with the problem of producing and marketing their 
inventions. In the face of the already firmly established United Shoe 
Machinery Corporation, this becomes an exceedingly difficult task, un- 
less the inventor brings forth some machine for a bottoming process not 
already receiving the serious attention of the United Shoe Machinery 
organization. If the inventor did not wish to build and market his in- 
vention, the only alternative would be to sell to the United Shoe. In 
such circumstances he is likely to have to take whatever the United cares 
to offer. 

It is very probable that the corporation has withheld patents from use. 
Under present interpretation of the law, however, this is not illegal . 62 
It must be borne in mind that a company like the United Shoe has many 
thousands of dollars invested in machinery in use in shoe factories. Since 
the directors of the corporation owe direct obligations to the shareholders, 
machinery in use must first pay for itself before new machinery is in- 
troduced to supplant the old. Social gain at the expense of a particular 
group is not likely to occur if the particular group or its representatives 
can prevent it. An acceptable remedy is not to be found in attempting 
to force patents into use under our present patent system. In‘ fact, such 
action might discourage inventions. 

Strangely enough, the lack of competition in the shoe machinery in- 


51 Manufactured royalty and rental costs per pair of shoes vary with the type 
of shoe produced. The per pair cost of men's, women's, and children's welt shoes 
would be higher than the cost per pair of McKay's and turned shoes of identical 
style and pattern. Figures obtained from one source place the royalty-rental costs 
per pair of good grade, men's welt shoes at about 9 cents per pair. The cost per 
pair of women's and children's welts of like grade would be somewhat less, since 
the number of stitches required is less. On the other hand, fancy stitching, cut- 
outs, and other style features would build up royalty and rental costs on women’s 
and children's shoes. 

52 Continental Paper Bag Co. v. Eastern Paper Bag Co., 210 U. S. 405 (1908). 
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dustry has maintained strong competition in the shoe industry. 68 Some 
concentration has taken place in the shoe industry as illustrated by the 
International Shoe Company, with net sales of $100,000,000 per annum, 
and Endicott- Johnson, with net sales of over $60,000,000. 54 Neverthe- 
less, the shoe industry remains keenly competitive, due to the small 
capital requirements of entrants in the field. This situation was made 
possible by the policy established long ago by Colonel Gordon McKay, 
of furnishing machines to shoe manufacturers under leasing arrange- 
ments upon payment of royalties. It should not be overlooked, also, 
that the shoe manufacturer pays the same price per pair, or per 1000 
stitches, for the services of these machines, regardless of the number of 
pairs of shoes he produces in a year. A graduated scale of royalties, 
desired by some large shoe manufacturers, might create a situation in 
the shoe industry which would hasten the concentration movement. 
Strong competition might then disappear, to the detriment of the con- 
sumer. 


CONCLUSION 

In conclusion it can be said that the corporate form of business organ- ' 
ization enabled the United Shoe Machinery Corporation to attain its 
foothold in the industry. Patent monopoly, legal per se, was extended 
beyond its legally intended scope via the tying clauses. This enabled 
the United to make profits on patented and unpatented articles, and 
prevented competition from easily entering its particular field. Mean- 
while, increasing financial power enabled the corporation to retain able 
legal talent to defend its position, and at the same time allowed it to 
handle its competitors or potential competitors to its own satisfaction. 
At present it might be said to be in a preeminent position, so far as 
certain fundamental lines of machinery are concerned, and could operate 
in an even more profitable fashion than it now does, should it choose 
to abuse its position. It seems, however, that United prefers to satisfy 
most of its trade while it pays its shareholders steadily and well. The 
shoe industry remains competitive, meanwhile, and more resistant to 
concentration than many other lines of endeavor. 

63 Cf. National Recovery Administration, Report of Survey Committee on the 
Operation of the Code for the Boot and Shoe Manufacturing Industry (mimeo- 
graphed: Washington, D. C., 1935), pp. 12-13. 

64 H. W. Laidler, Concentration in American Industry (New York, Thomas Y. 
Crowell Company, 1931), p. 248. 
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THE OIL REFINING MONOPOLY 

It is difficult to imagine modern industry without petroleum oils for 
lubrication, but the Industrial Revolution was far advanced in England 
and well under way in the United States while industry still relied on 
costly and unsatisfactory animal oils. In the early nineteenth century, 
the efforts to escape this handicap were united by industrial chemistry 
with the search for better means of illumination. Whale oil and bees- 
wax and tallow candles were as unsatisfactory for lighting as lard oils 
for lubrication. In places as far separate as Scotland and New Bruns- 
wick various types of bituminous coal were attacked and, by distillation, 
were forced to yield “coal oil” or “kerosene.” By 1854 the New York 
Kerosene Oil Company was marketing the new fluid, and in a decade 
kerosene lamps were rapidly displacing older types. Other companies 
were mixing animal and vegetable oils with kerosene to produce an im- 
proved lubricant. 

A serious competitor appeared before kerosene had gained an estab- 
lished market for itself. For years salt wells drilled in Kentucky, West 
Virginia, Ohio and Pennsylvania had produced small amounts of an 
evil-smelling oily substance frequently called “rock-oil.” As much as 
two or three barrels a day came from some wells, where it had to be sepa- 
rated from the salt fluid and run off on the ground. In Kentucky and 
northwestern Pennsylvania this unwelcome by-product was bottled and 
sold as medicinal oil with avowed properties for the cure of cholera 
morbus, liver trouble, bronchitis and consumption. 1 By 1850, some of 
the oil was being tried on a very small scale as a lubricant, and crudely 


1 Ida M. Tarbell, The History of the Standard Oil Company (New York, McClure 
Phillips and Co., 1904), Vol. I, p. 5. 
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refined oil was being used in lamps, where it smelled and smoked very 
badly. But improvements in refining and in lamps soon increased the 
demand beyond the meagre supplies available, and the price of oil rose 
sharply. 

At this time Francis Beattie Brewer, an alumnus of Dartmouth Col- 
lege, carried samples of Pennsylvania oil to Doctor Dixi Crosby and 
Professor 0. P. Hubbard of the Dartmouth faculty. Their enthusiasm 
aroused the interest of another visiting alumnus, George H. Bissell, who 
played a large part during the next half-dozen years toward exploiting 
the newly recognized resource. Several years were spent in attempts 
to enlist financial assistance and several more in stock-jobbing ventures. 
Eventually, the Seneca Oil Company sent Edwin L. Drake to Titusville 
in northwestern Pennsylvania to try the drilling technique used for years 
in the salt industry. 2 

The venture to extract oil out of rock met with a great deal of ridicule 
until, after drilling seventy feet, Drake struck a pool of oil which with 
pumping yielded eight to ten barrels a day. Quiet days for Titusville 
and the surrounding Oil Creek region were gone. A wild rush for leases 
followed, and by 1860 seventy-four wells were turning out over a thou- 
sand barrels a day. 3 Ten years later the region was producing over 
five million barrels yearly. 4 

The first speculators and operators had no time to worry about what 
was to happen next. No preparations had been made for local storage 
or local transportation, the trunk-line railroads possessed neither storage 
nor car facilities, and refining plants were few in number and crude in 
method. Whiskey barrels and pits dug in the ground served until better 
storage was available, and teamsters carried barrelled oil over terrible 
roads at exorbitant charges until railroad extensions and local pipe- 
lines were built and the railroads evolved wooden tank cars. 5 

Many small refineries appeared in the oil region and in or around 
Pittsburgh, New York, Philadelphia and Cleveland. The last-named 
city, however, was destined to become the leading refining center. Situ- 
ated two hundred miles from the producing region, it was ideally fitted 
to serve the Western market and enjoyed excellent connections with the 


2 Tarbell, op. cit., pp. 7-11. 

8 Paul H. Giddens, The Birth of the Oil Industry (New York, The Macmillan 
Company, 1938), Chaps. 4 and 5. 

4 Today nineteen states combine to produce an annual output of one billion 
barrels, representing over 60 per cent of the world's supply of petroleum. Pennsyl- 
vania reached its peak production in 1891, with 31,424,000 barrels. Its present output 
of about fifteen million barrels puts it in eighth place, far below the leaders, Texas 
with 390,000,000 barrels, California with over 200,000,000, and Oklahoma wHh 185,- 
000 , 000 . C/. Petroleum Facts and Figures , 1937, p. 62. 

5 C/. Standard Oil Company of New Jersey, et al., v. United States (October, 
1909 ), Brief for the Appellants , Vol. II, p. 15. 
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East and with the important export market through the New York 
Central and Erie Railroads and the Erie Canal. Despite the efforts of 
the Pennsylvania Railroad to maintain Pittsburgh in the lead, Cleveland 
moved into first place after 1869. 4 

In that city a twenty-three-year-old commission merchant, John D. 
Rockefeller, was making a success in the produce business with his 
partner, M. B. Clark. They were induced to put four thousand dollars 
into an oil refining plant started by Samuel Andrews, an able English 
engineer. By 1865, Rockefeller was willing to transfer his allegiance to 
the new field, and entered as a partner with Andrews. He brought 
energy and a remarkable business and financial acumen to the unusual 
engineering ability of his partner and, although small, the business be- 
came one of the most flourishing of the twenty-five refineries in Cleve- 
land. In two years the partnership was enlarged so as to unite the 
refineries of five firms, and the first step was taken in a long series of 
combinations. 

By 1870 the partnership form was found to be too binding, and the 
business was incorporated in Ohio as the Standard Oil Company. Its 
million-dollar capitalization, later increased to three and one-half mil- 
lions, made it one of the largest refining enterprises, possessing about 4 
per cent of the refining capacity of the country. 

From this time on, competition gave way before succeeding restraints, 
as various combinations collected around this nucleus. In 1872, the 
Central Association of Refiners, with Rockefeller as president, brought 
together the owners of a number of refineries located in Cleveland, 
Pittsburgh, Philadelphia and New York. The companies retained their 
corporate independence, but their owners exchanged the rigors of competi- 
tion for the ease of cooperation. Others of the better companies were 
sought out and brought into the same fold, so that by 1874 over 50 per 
cent of the refining industry was represented in the “Standard Alliance.” T 

This loose confederation lasted until 1882, when a closer union was 
created. A trust agreement placed the voting stocks of the various com- 
panies in the hands of a board of nine trustees. The power of the trust 
increased as more companies were brought in and as the old members 
grew in size, until the State of Ohio successfully maintained a suit in 
which the trust was held to be “against public policy, and accordingly 
contrary to law.” * The suit disturbed the combine only momentarily, 
for in the ensuing reorganizations twenty corporations were left with 
the business of the participating companies, and the former trustees 

• Tarbell, op. tit., Vol. I, Chap. 2. 

T Standard Oil Company of New Jersey, et al, v. United States (1900), Brief for the 
Appellants, Vol. II, pp. 39-42. 

•49 Ohio 137 (1892). 
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controlled these corporations. Another alliance then followed, and 
so things stayed until 1899, when the stock of the twenty corpora- 
tions was exchanged for the stock of the Standard Oil Company of New 
Jersey. 

With its capitalization increased from ten to one hundred and ten 
million dollars, and with an amended charter, this company looked 
strangely like the old Standard Oil Trust. Its by-laws were similar to 
those of the trust agreement, and former trustees made up the majority 
of its board of directors. 9 And its stock was exchanged for shares of 
the twenty companies formerly controlled by the trust. It went on from 
this considerable start to own sixty-five corporations and acquire con- 
trolling shares in forty-nine others. 

Except in crude oil production, the combination of these companies 
placed the Standard Oil of New Jersey in a very strong, though unques- 
tionably illegal, position. No act of combininf could guarantee that oil 
would be found when a well was drilled, so the company stayed out of 
tfiis field. Beyond that stage, however, it completely dominated the in- 
dustry. In transporting crude oil its pipe-lines reached to most wells in 
the various producing regions. From storage tanks oil moved into trunk 
lines stretching from the Kansas and Oklahoma fields through Eastern 
regions to refineries in the interior and on the Atlantic seaboard. The 
small percentage of oil which moved by rail used cars of a controlled 
corporation, the Union Tank Line Company, and export oil was in gen- 
eral carried by vessels owned by subsidiary companies. The Department 
of Justice claimed with obvious justification that “the Standard had 
all but a complete monopoly of the pipe-line transportation in the four 
principal oil fields.” 10 

In refining and marketing the New Jersey company managed to main- 
tain itself in an equally comfortable position. It marketed the oil of 
four large refining companies, such as the Tidewater Oil Company, and 
its direct subsidiaries operated eighteen refineries to give it control of 
more than 80 per cent of the market. Its marketing companies were 
assigned territories in which they generally enjoyed exclusive sales of 
Standard products. In some areas this was not the case, but nothing 
more than an imitation competition resulted. In a large territory lying 
south of Illinois, the Waters-Pierce Oil Company and the Republic Oil 
Company operated in the area assigned to the Standard of Indiana. 
Unfortunately for the consumer, the three companies were controlled by 
the Standard of New Jersey. 11 All told, the government was able to 

9 United States v. Standard Oil Company of New Jersey, et ah, Brief of Facts and 
Argument for Petitioner, Vol. I, p. 77. 

Ibid., Vol. I, p. 159. 

11 Seager and Gulick, op. cit., pp. 351-359. 
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list seventy cases where controlled companies operated in the guise of 
independents. 12 

If the position of the Standard in the domestic market raised a faint 
suspicion of monopoly, its price and profit record left little room for 
doubt. While independents testified that one cent a gallon on refined 
oil was more than adequate to cover marketing costs and profits, the 
Standard between 1900 and 1906 was averaging in the neighborhood of 
three and a half cents. In the Rocky Mountain States the Continental 
Oil Company managed to struggle along with a mark-up of almost five 
cents a gallon. 13 And it appears that between 1895 and 1906, while the 
general price level was increasing 25 per cent, the margin between the 
cost of crude oil and the price of refined oil increased by 45 per cent. 14 

Profits could not help but be large. Government figures placed the 
original investment in the holding company at seventy million dollars. 
On this the combine mtnaged to pay three hundred and twenty-six 
million dollars in dividends in eight years. And it can hardly be 
charged with a reckless dividend policy, for its surplus grew to two 
hundred and sixty-one millions — a sum four times greater than the 
original investment. 35 Some of the companies did a bit better than 
others. In 1904, the Waters-Pierce Company paid dividends of 600 per 
cent, and the Standard of Indiana earned over 1000 per cent on its 
capital stock of one million dollars. 16 

The outstanding effects of the combination were the obvious results 
to be expected from monopoly. It is quite apparent that the Standard 
organization was not developed in any spirit of philanthropy. The sale 
of its products and the general growth of the industry were necessarily 
held back as high prices restricted the demand. In addition, individual 
prices varied so as to create considerable discrimination. In 1904, Pitts- 
burgh supported some competing independent companies, and the Stand- 
ard price for illuminating oil was 8.5 cents, which left a margin for 
the marketing company of .87 cents a gallon. At the same time in other 
markets, consumers paid tribute to the combine. Those in Newark, 
New Jersey, paid a price of 11 cents, which allowed the marketing com- 
pany a margin of 2.6 cents. The citizens of Albuquerque, New Mexico, 
were forced to be the most generous. They paid 23 cents, which allowed 
a margin of 6.48 cents. 17 

The Standard made various claims in attempting to justify its size. 
It supplied a large market for the producers of crude oil, and its great 

12 Brief of Facts and Argument for Petitioner, Vol. II, pp. 150-157. 

18 Ibid Vol. I, p. 189. 

“Ibid., Vol. I, pp. 191-206. 

i*Ibid., Vol.-I, Table, p. 168. 

“Ibid., Vol.I,p. 177. 

1 1 1bid., Vol. II, p. 3. 



OIL, GASOLINE, FARM MACHINERY, CASH REGISTERS 247 

capital resources allowed it to build storage facilities to smooth out the 
supplies of crude oil which came irregularly from the wells as new fields 
were opened. It was able to support research and experimental plants, 
and had achieved two notable successes along these lines. One of its 
Cleveland plants developed and patented the Frasch process which re- 
moved sulphur from the crude oil of the Lima-Indiana field. Similar 
research mastered the difficulties offered by California crude and allowed 
the Standard Oil Company of California to exploit hitherto useless re- 
sources. The great wealth of the organization also allowed it to carry 
the heavy capital costs of local and trunk-line pipe systems. As a re- 
sult, new fields of crude were made available, and large refineries could 
be located at advantageous points. And finally, the combine claimed 
that its large volume of business allowed it to set up an efficient market- 
ing system both at home and abroad. 18 

These claims are not without foundation. The Standard organization 
was unquestionably an efficient one, run by unusually able technicians 
and financiers. There is, however, no evidence that these same claims 
could not have been made by any large company under competitive con- 
ditions. Monopoly was not needed to support the investment in storage 
facilities or pipe-lines, and research could have been as well supported by 
any large company. And certainly, the high profits suggest that the 
specific effect of the monopoly was not to improve the market for crude 
oil, but rather to limit it as sales of refined oil were restricted for the 
sake of monopoly prices. Finally, the location of refineries at strategic 
points can hardly be claimed as an effect peculiar to monopoly. This is 
particularly evident in the oil monopoly, where many plants were ac- 
quired from independents. 

The means which the Standard had to use to get rid of competition 
suggest that it possessed little if any economic superiority over even 
relatively small refineries. From the days of the Standard Alliance it 
was able to demand railroad rebates from the three competing railroads 
by playing one road against another. It was, however, not efficiency 
but mere power that allowed it to receive rebates of 25 to 50 per cent 
on both the freight it shipped and the freight which competitors shipped 
over the railroads. 10 As a result, many independent refiners dropped 
out, but their elimination could hardly be credited to the efficiency of 
the combine. 20 


18 Standard Oil Company of New Jersey, et al., v. United States of America, Brief 
for Appellants, Vol. II, pp. 88-98. 

19 Petroleum Industry, 70th Congress, 1st Session, Senate Document No. 61 (1927), 
p. 34. 

20 John Moody, The Truth About the Trusts (New York, Moody Publishing Com- 
pany, 1904), p. 114. 
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The pipe-line system of which the Standard boasted was actually 
started and operated successfully by independents to avoid this railway 
blockade. In 1874, the Pennsylvania Railroad tried to escape from the 
clutches of the oil company by building a number of local pipe-lines 
which would • have assured it an independent supply of traffic. The 
other roads stupidly supported the monopoly, and after a ruinous rate 
war the Pennsylvania gave up its oil lines to the Standard. Four years 
later a number of independents organized the Tidewater Pipe Company 
and built a trunk line from Ihe Pennsylvania fields to a point just outside 
New York City. 21 Every obstacle was put in the way of the Tide- 
water, but it began operations in 1879. Again the railroads played 
Standard’s game for it, and rates on a three-hundred-and-ninety-pound 
barrel moving four hundred miles dropped from $1.15 to ten cents. 22 In 
addition, the Standard bought up the refineries which the Tidewater 
served, and someone damaged the Tidewater’s pipe-lines. Still the 
Tidewater Company struggled along until 1883. It finally gave up and 
passed under the control of the Standard. At the same time more re- 
finers dropped out or were bought out as their position became untenable. 

Competitors were also eliminated by various unfair methods of com- 
petition. Local price-cutting was not merely used to meet competition, 
but was actively employed to drive rivals out of the field. Smaller com- 
panies were forced to cut prices ruinously, while the Standard could 
make in one market through monopoly prices what it lost elsewhere in 
ruthless competition. When it supplied only two-thirds of the Los 
Angeles market, it sold oil at seven and a half cents, which represented 
a loss of over three cents a gallon. But in nearby Marysville, where 
there was no competition, the price was thirteen and a half cents. The 
practice was sufficiently wide-spread to mark it as a settled policy, not 
the result of chance circumstances. 23 

Dummy independents not only allowed the combine to avoid the 
ill-will which it faced in various markets, but permitted it to use them 
as price-cutters, while the general price on Standard products was main- 
tained. In this fashion price-cutting could be localized where competi- 
tion needed attention. The attack on independents was aided by the 
reports which the Company received from the railroads on the movement 
of all shipments to independent companies. 24 

The position of the Standard companies in the industry and the 
competitive practices they used led the United States Circuit Court in 


21 Senate Document No. 61, p. 34. » 

22 Henry D. Lloyd, Wealth Against Commonwealth (New York, Harper and 
Brothers, 1894), p. 108. 

22 Brief of Facts and Argument for Petitioner , Vol. II, pp. 4-146. 

Vol. II, pp. 358-428. 
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the Eastern District of Missouri to hold them “a combination or con- 
spiracy in restraint of trade.” 21 ? The Court ordered the Standard of 
New Jersey to cease voting the stock which it held in subsidiary com- 
panies and thereafter to receive no dividends from these companies. 
After the decree was confirmed by the Supreme Court on May 15, 1911, 
the holding company distributed to its own stockholders the stocks which 
it held in thirty-three subsidiaries. 26 

This action only altered the superficial appearance of the industry. 
Common officers and directors for the thirty-four companies were for- 
bidden, but a small group which had formerly controlled the holding 
company now controlled its separated parts. Independent competition 
between them could hardly be expected and, in fact, did not appear. 
Each company stayed in its old market area, which kept it out of 
competition with other companies. 27 

By loosening the tightly organized control of the holding company, 
dissolution did leave the way open for change. And a remarkable ex- 
pansion in both the markets of the industry and the production of crude 
oil supplied a force that considerably modified the industry. In 1909, 
fuel oils and illuminating oils were the leading products, with outputs of 
approximately forty million barrels. Gasoline was a poor third with its 
thirteen million barrels. By 1925, fuel oil had taken an easy lead with 
three hundred and fifty million barrels, gasoline was in second place 
with two hundred and seventy million barrels, and illuminating oil, 
while its sales had increased 50 per cent, stood at a now insignificant 
figure of fifty-six millions. 28 As the market for oil was being revolution- 
ized the production of crude oil underwent equally great change with 
the opening of the mid-continent field and other oil regions in the West. 

Expanding opportunities brought new faces on the scene. In 1922, the 
Royal Dutch Shell enlarged its gigantic international holdings to become 
an important factor in the American market. Its subsidiary, the Shell 
Union Oil Company, held nearly two hundred and fifty thousand acres of 
oil lands in the United States and had large investments in refineries, 
pipe-lines, tank-cars, and marketing facilities. 20 By 1926 there were 
nine independent refiners with investments of one hundred million or 
more. All told, companies never associated with the Standard combine 
were responsible for 33 per cent of the crude produced, and were almost 
equalling the old Standard companies in refining capacity. 80 

25 United States t>. Standard Oil Co. et al., 173 Fed. Rep. 197-200. 

26 Standard Oil Co. of New Jersey el al. v. The United States, 221 U. S. 1. 

27 Senate Document No. 61, pp. 67-68. 

26 Ibid., Table 19, p. 46. 

29 Report of the Federal Trade Commission on Foreign Ownership in th Petroleum 
Industry (Washington, D. C.: U. S. Government Printing Office, 1923), pp. 2-32. 

80 Senate Document No. 61, p. 290. 
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Cooperation which merely bound the old companies was obviously 
less valuable. Two developments helped to separate them. Firstly, the 
direct control of John D. Rockefeller, Jr., was lessened when gifts to 
various foundations left his personal holdings concentrated in seven com- 
panies. 81 Secondly, various Standard companies left their old pastures 
and wandered into those formerly reserved for other companies. 

In spite of these improvements, the industry still offered poor op- 
portunities for the competitive system. The tradition of cooperation was 
bred into the industry, and though weakened, it still remained. The 
various market areas were dominated by a few large companies and 
cooperation could be rather easily achieved. Seven companies, for 
example, sold almost 80 per cent of the gasoline marketed in the ter- 
ritory covered by New York, Maine, New Hampshire, Vermont, Rhode 
Island, Massachusetts, and Connecticut. The Standard Oil Company of 
New York towered above the others with close to 50 per cent of the 
sales. 82 Similar conditions existed in all other parts of the country. 
Finally, integration had become a common characteristic and seemed to 
give these large companies an assured and leading role. In 1925, thirty- 
five large concerns, possessing an average capitalization of over seventy 
million dollars each, united crude oil production, refining, and marketing. 
Under these conditions the entry of any number of new enterprisers 
becomes virtually impossible, and independent action in the industry is 
almost certain to give way to tacit or express cooperation. 

Recent years have shown no promise of improvement in the industry. 
The consolidation of companies in different stages and in the same stages 
of- the industry has continued. The number of companies has remained 
small, and large companies have gained increasing importance. By 
1932, twenty companies held a dominant position in various sections of 
the country. The smallest of these, the Ohio Oil Company, was 
capitalized at. one hundred and ten million dollars', and the largest, the 
Standard of New Jersey, at one billion seven hundred million. 33 Except 
for sporadic and isolated outbursts of price-cutting, a gentlemanly and 
considerate competition has been generally present. In at least two cases 
cooperation .developed into wide-spread price-fixing conspiracies. 

These monopolies were revealed in 1936, when the Department of 
Justice filed two indictments in the District Court of Wisconsin. In the 
first, twenty-four oil companies and forty-six individuals were charged 
with a conspiracy to fix prices for gasoline jobbers. Fourteen of the 
companies and eleven of the individuals reached an agreement with the 

81 Senate Document No. 61, Table 28, p. 70. 

82 Ibid., p.220. 

88 Berle and Means, op. cit., pp. 19-20. 
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Department of Justice whereby they paid fines and costs totalling four 
hundred thousand dollars. 84 

The second case, also filed in the Wisconsin court, was laid against 
twenty-four companies, three trade journals, and over fifty individuals. 85 
A number of the companies involved were also involved in the first case. 
It was charged that companies supplying 95 per cent of gasoline in 
ten Middle Western states bought up the small amounts of independent 
gasoline coming into the area and agreed, with the cooperation of the 
trade journals, to raise prices to monopoly levels. After a jury had 
found them guilty, the defendants escaped through a unique decision of 
District Court Justice Stone, which set aside the jury verdict. 36 In a 
new trial a guilty verdict was again returned against the majority 
of the defendants, and fines of five thousand dollars were levied 
against the corporations and one thousand against the individual defend- 
ants. 


ETHYL GASOLINE 

When automobile manufacturers introduced the high compression auto- 
mobile engine in the early twenties, they solved an old problem and 
created a new one. The rather high operating cost for fuel was lowered 
as the power derived from gasoline was materially increased, but, at 
the same time, a serious “knocking” occurred in the high compression 
engine. After this knocking had been traced to the gasolines then in 
use, the General Motors Company set out to find a remedy. Its research 
organization found that iodine added to gasoline stopped the objectionable 
noise, but caused corrosion of the engine. Corrosion seemed to be a 
poor substitute for knocking, and so a trial-and-error search went on. 
In the course of time tetraethyl lead was found to serve the desired 
purpose without the disadvantage of iodine. It did, however, deposit 
lpad on the cylinder walls, which was about equally bad. Finally the 
research forces discovered that ethylene bromide added to the tetraethyl 
lead would combine with the lead during combustion and the compound 
would be expelled in the exhaust gases. The addition of a teaspoonful 
of these two chemicals, known now as ethyl fluid, to a gallon of gasoline 


84 United States v. Socony -Vacuum Oil Company, Inc., ct al. } 23 Fed. Supp. 531. 

85 Among others were the Standard of Indiana, the Socony-Vacuum, Pure Oil 
Company, The Shell Petroleum Corporation and the Sinclair Refining Company. 

86 The Justice felt that the agreement in the first case had prejudiced the defense 
of some of the individuals in this case. His dismissal of the jury verdict prevented 
any appeal to superior courts and left the Department of Justice with the task of 
re-opening the whole case. 
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produced ethyl gasoline, which today makes up ^approximately 70 per 
cent of all gasoline sold in the United States. 37 

Under patents which it acquired, the General Motors Company licensed 
E. I. du Pont de Nemours and Company to manufacture the fluid, and 
organized the Ethyl Gasoline Corporation to market the new product. 
The fluid is sold to gasoline refineries, where it is mixed with regular 
gasolines. The resulting ethyl gasoline is colored for identification and 
is then marketed mainly through wholesale and retail outlets owned or 
controlled by the large refining companies, or through independent job- 
bers who re-sell to retail dealers and consumers. There are some twelve 
thousand independent jobbers, and they handle "a substantial part” of 
the gasoline sold in the United States. 38 

The General Motors and the Standard Oil of New Jersey, sharing 
ownership of the Ethyl Company about equally, were not satisfied 
merely to reap the considerable rewards to be derived from their patent 
monopoly over an important product for which there was no substitute. 

' Through the Ethyl Company they tied up the whole marketing organ- 
ization of ethyl gasoline in the United States, so that they were able both 
to dictate price policies for the industry and to determine who was to be 
allowed to operate in the distribution of gasoline products. After buy- 
ing ethyl fluid, the refining companies might have thought that the fluid 
was theirs to re-sell as they wished in gasoline. But such was not 
the case. They were required to submit their gasoline price-lists to the 
approval of the Ethyl Company. Many of the large refiners may have 
heard of such restraints before, and may not have been irritated by this 
dictation. But many independent gasoline jobbers were certainly con- 
cerned about the restraint that was imposed on them. The refiners 
were allowed by the Ethyl Company to sell their treated, gasoline only 
to those jobbers who were licensed by it. Each jobber was investigated, 
and unless his “business ethics” were satisfactory he would not receive 
the necessary license and would be virtually expelled from the industry. 
Bad business ethics might deserve such punishment, but it was admitted 
by the company that in a number of cases it had found the ethics of 
jobbers unsatisfactory because the jobbers were not maintaining the 
prices posted for the whole industry by the major oil refining compa- 
nies. 89 In other words, price competition was unethical. 

The company was not very convincing in its attempts to justify its 
practices. 4 ? Adulteration was on rare occasions discovered by its field 


87 United States v . Ethyl Gasoline Corporation, et al, District Court, Southern 
District of New York, May 19, 1939; 27 Fed. Supp. 959. 961. 

88 27 Fed. Supp. 959, 961. 

89 Ibid., 959, 963. 

40 Loc . cit . * 
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agents, and signs were posted on all pumps warning the consumer that 
the product contained lead and was to be used for motor fuel only. But 
these services would have been performed by the large refining compa- 
nies to protect their own brands, and in any event they do not counter- 
balance the undesirable effects. The control over prices and the re- 
striction of marketing outlets were sufficient to condemn the scheme. 
But far more damning was its power to expel any individual distributor 
from the industry. 

The Department of Justice believed that the Ethyl Corporation was 
restraining, interstate commerce illegally, and suit was undertaken under 
the Sherman Act. In May, 1939, the Federal District Court in the 
Southern District of New York held that the company had gone beyond 
the powers granted by its patent monopoly and beyond its rights as a 
seller to choose the purchasers to whom it wished to sell. The agree- 
ments with refining companies whereby supplies were cut off ’from “un- 
ethical” distributors were condemned. The Court agreed that the Ethyl 
Company possessed by virtue of its patent monopoly the right to im- 
pose any condition of sale and any restriction of supply it desired on 
the original sale of ethyl fluid, but it did not agree that the company 
held any legal right either to control the re-sale price or to choose the 
distributors through whom re-sale was made. As a result, the com- 
pany was enjoined from continuing its licensing practice for jobbers, and 
from dictating to the refineries concerning the agents they should use for 
re-sale of ethyl gasoline. In March, 1940, the decision was affirmed by 
the Supreme Court. 

THE INTERNATIONAL HARVESTER COMPANY 

In the, nineteenth century expanding markets for American crops, an 
abundance of land and a relative scarcity of labor brought on marked 
changes in agricultural methods. In no branch was the change more 
striking than in the development of harvesting machinery. The early 
decades of the century saw hay cut with the scythe and grain harvested 
with the same tool, to the back of which was attached a basket-like 
frame. In this frame the falling grain was caught and piled in rows 
to be raked and then tied together in bundles. 

Between 1840 and 1890 tjie cutting, raking, and bundling by hand gave 
way successively to machine methods, until finally on all but the smallest 
farms the “binder” drawn by horses and operated by a single worker 
was doing all three tasks. 41 At the same time the next most important 


41 The Official Retrospective Exhibit of the Development of Harvesting Machinery, 
Prepared by Deering Harvester Co. (1900). 
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machine, the mower, was being developed for the harvesting of hay. Its 
use called for less than one-qtiarter of the labor required by the old 
hand methods and reduced the cost of harvesting by two-thirds. 42 

Factory production of the early forms of these machines may be said 
to have started in 1847 with the construction of the plant of Cyrus H. 
McCormick in Chicago. Others soon followed, but the number of im- 
portant enterprises was never large. In the early years, companies 
started with the production of patented machines, and for that reason 
were not numerous. But before 1900 all the basic patents had expired, 
and a few large concerns specializing in harvesting machines to the 
exclusion of other farm machinery continued to dominate the field. 
Their number was limited somewhat by the large capital required, but 
mainly by vigorous competition among the existing companies. While 
competition in price, sales promotion and service was not as ruinous as 
the large companies claimed, it was severe enough to deter new firms 
from entering the industry. 

. Over nine-tenths of the reapers and mowers manufactured in the 
United States were being turned out by six companies. Two of these 
were much larger than the others. The McCormick Harvesting Machine 
Company had approximately twenty-three million dollars in physical 
assets, and the Deering Harvester Company seventeen millions, 43 wl lie 
the other four had only between two and four millions 44 
In 1902 the International Harvester Company, a newly formed New 
Jersey corporation, acquired the properties of five of these companies, 
and a year later it took over the plants of the sixth. Half of its one 
hundred and twenty million dollar capitalization was used to make these 
purchases, and to pay J. P. Morgan and Company three million dollars 
for its service as an intermediary. The other half was used to acquire 
working capital. Strangely enough, the company actually received 
assets equal or almost equal to its capitalization, and it stands as one of 
the few mergers of this period that did not result in great floods of 
watered stocks. 45 

The consolidation left the new company in control of about 85 per 
cent of the production of harvesting machines, and the acquisition of 

42 H. W. Quaintance, The Influence of Farm Machinery on Production and Labor 
(New York, The Macmillan Company, 1904), pp. 21-25. 

48 These values are taken from estimates of th$ Bureau of Corporations. Cf. 
Bureau of Corporations, The International Harvester Co. (Washington, D. C.: U. S. 
Government Printing Office, 1913). 

^ 44 These four were: Warder, Bushnell and Glessner, manufacturing the Champion 
line of machines in Springfield, Ohio; The Plano Manufacturing Company at West 
Pullman, Chicago; The Milwaukee Harvester Company at Milwaukee; and D. M. 
Osborne and Company at Auburn, N. Y. 

45 The Bureau of Corporations estimated that the company had assets of 110 
millions. C/. Report of the Bureau of Corporations (1913), p. 126. 
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competing companies in the following years improved its position. 46 In 
addition, it gained an important place as a producer of other lines, such 
as tillage implements, manure spreaders, farm wagons, gasoline engines, 
tractors, and cream separators. 

A number of factors account for its ability to continue to dominate the 
old lines while becoming the most important single producer in many 
of the new lines. 47 Firstly, it had the strong financial backing of J. P. 
Morgan and Company and of John D. Rockefeller, which assisted in the 
purchase of competing concerns and helped to support an elaborate sell- 
ing organization in which the ability to offer credit to purchasers was 
very important. Secondly, its large-scale plants were generally superior, 
and it enjoyed lower production costs than its smaller competitors and 
held some advantage in marketing a full line of farm machinery. These 
advantages allowed it not only to displace competitors, but to do so 
while its profits were averaging 12 per cent. 48 Finally, it solidified its 
power by the use of unfair methods. Various dealers in a town were 
each assigned only one of the five brands of machines turned out by 
the combine, and the average town, being able to support only a limited 
number of dealers, found no place for agents of competing companies. 
At times distributors were forced to deal exclusively in the company’s 
products, and there was some evidence of discrimination in prices to 
injure competitors. 49 In four or five cases, companies which were ac- 
quired by the International Harvester continued to claim independence 
in order to profit by the anti-trust feeling which existed in certain areas. 50 

Investigations of the International Harvester Company by the De- 
partment of Justice led to conferences with the company in which the 
Department proposed a plan for a consent decree breaking the company 
into three full-line companies. The International Harvester refused 
to accept any decree that separated the important McCormick and 
Deering plants, and the Department filed a petition in the District Court 
of Minnesota charging a violation of the Sherman Act. In 1914, the 
Court held the combine to be a monopoly and ordered the defendant to 
file a dissolution plan which would create “at least three substantially 
equal, separate, distinct, and independent corporations, with wholly 
separate owners. . . 51 

In the same year, on request of the company, the court amended and 


46 Ibid., p. 10. 

47 The Federal Trade Commission, Report on the Causes of High Prices of Farm 
Implements (Washington, D. C.: U. S. Government Printing Office, 1920), pp. 
663-654. 

48 Report of the Bureau of Corporations (1913), pp. 23, 26-27. 

48 Ibid., pp. XVIII-XIX. 

Ibid., p. 296. 

51 United States v. International Harvester Co., et al., 214 Fed. Rep. 987 (1914), 
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seriously weakened this decree so as to require only that the Harvester 
Company “be divided in such manner and into such number of parts 
... as may be necessary to restore competitive conditions and bring 
about a new situation in harmony with law. . . The results were un- 
fortunate. After argument before the Supreme Court in 1915 and 
1918, the Department of Justice and the company reached an agreement 
which left the McCormick and Deering plants united and required the 
International Harvester to sell some relatively unimportant plants valued 
at three million dollars. 62 Of the company’s business the brands dis- 
posed of represented only 4.9% for grain binders, 10% for mowers, 
15% for rakes, and 14.9% for corn binders, and they were all much 
higher-cost machines than the McCormick and Deering lines. 68 The 
decree limited the International Harvester to one dealer in each city or 
town, which opened the door somewhat to the expansion of independent 
companies. 

TABLE 10 

Mower and Grain Binder Sales in the United States 64 



1911 
per cent 

1922 
per cent 

1936 

percfti ' 

Grain Binders 

International Harvester 

87.2 

75.4 

56.5 

Deere and Co. 


12.3 

31.7 

All others 

12.8 

12.3 

11.8 

Mowers 

International Harvester 

74.6 

66.6 

53.4 

Deere and Co. 


11.2 

21.8 

All others 

■ — 1 — - --- i 

25.4 

22.0 

24.8 


In 1923, investigations of the high prices of farm implements made 
by the Federal Trade Commission and the Department of Justice led 
to an unsuccessful attempt on the part of the Government to obtaih a 
modification of the consent decree. The changes that have occurred in 
the industry, as shown in Table 10, above, must be credited largely 
to business influences, and in a very small degree to efforts of the 
government. 

It appears that the International Harvester is still the outstanding 

w Consent Decree, District Court, Minnesota, October, 1918. 

M Federal Trade Commission, Report on the Agricultural Implement and Ma- 
chinery Industry (Washington, D, C.: U. S. Government Printing Office, 1938), p. 
158. 

54 Ibid., pp. 161 and 164; Bureau of Corporations, The International Harvester 
Co. (1913), p. 20. 
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company in the industry. 65 But it has lost ground steadily as Deere 
and Company has become an important manufacturer of binders and 
mowers. At the time the International Harvester was organized, the 
John Deere Plow Company was the leading manufacturer of plows, 
and had built up an excellent general business in tillage instruments, 
but had not entered the harvesting field. Just prior to the anti-trust 
attacks on the Harvester Company it was reorganized and constructed 
a new factory for the production of binders and mowers. From the sale 
of its first binders in 1912 it has enjoyed a rapid rise to take an im- 
portant second place in the industry. 66 

In most branches of the industry eight companies are responsible for 
over three-quarters of the sales. They turn out a full line of implements 
and machinery, and their overwhelming position in the sale of a number 
of products is clear in the following table. 

TABLE 11 

Sales of Eight Large Companies as a Percentage of 
Total Sales in the United States 67 


• 

Implement 

1921 

1929 

1936 

No. 

of Com- 
panies 

Per Cent 
of Total 
Sales 

No. 

of Com- 
panies 

Per Cent 
of Total 
Sales 

mm 

Per Cent 
of Total 
Sales 

Grain and rice binders 

4 

91.3 

4 

96.9 

5 

95.4 

Combines 

2 


6 

68.2 

7 

92.0 

Grain threshers 

2 

28.9 

4 

64.1 

6 

72.8 

Corn binders 

3 

95.4 

3 

96.4 

4 

100. 

Com pickers 

1 


3 

77.9 

5 

72.8 

Mowers 

4 

K fm ' 

5 

92.4 

8 

91.7 

Rakes 

4 


5 

89.8 

7 

83.4 

Hay loaders 

3 

76.7 

4 

84.5 

7 

76.2 

Tractor plows 

4 

24.6 

8 

91.1 

8 

89.5 

Disk harrows — horse 







and tractor 

5 

53.9 a 

8 


8 

80.4 

Tractors 



7 

96.3 

7 

98.7 


a Does not include two companies. 


M The International Harvester is particularly weak in some new lines. In 1936, 
it had under 12 per cent of the sale of combines both to harvest and thresh grain, 
and these sales were greater than the value of all forms of binders sold in the 
country. 

56 Report on the Agricultural Implement and Machinery Industry (1938), p. 8. 

* 7 Ibid.* Table 29. 
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When business is concentrated in this fashion real independence is diffi- 
- cult and dangerous. Cooperation in a formal or informal fashion be- 
comes extremely easy to effect. 

There is no evidence of any formally organized connections between 
these eight companies in the form of interlocking ownership or inter- 
locking directorates. 58 In the past, trade associations of both manu- 
facturers and retailers have been instrumental in maintaining and in- 
creasing prices, but it does not appear that the present Farm Equipment 
Institute, to which all the large companies belong, has directly reduced 
price competition. 50 Nevertheless, conditions in the industry are such 
as almost to preclude thorough-going competition, and in the opinion of 
the Federal Trade Commission an informal cooperation takes the place 
of competitive independence: 

Similarity of policies respecting prices, terms, and competitive practices, tends 
to result whether the policies are determined by the companies individually 
and competitively, or by understandings or agreements. For most implements 
and machines, International Harvester Co. and Deere and Co. generally are 
regarded by other manufacturers as the “price leaders” of the industry. An- 
nouncement of prices by other manufacturers is delayed until the prices of 
these leaders are published . 60 

THE NATIONAL CASH REGISTER COMPANY 

In the 1870’s and 1880’s, business machines were conspicuously absent 
from retail shops. Transactions were recorded either in a crude fashion 
or not at all. Errors were many and losses were large. Petty stealing 
was widely practiced. Consequently, there existed a rich potential mar- 
ket for a machine to record over-the-counter cash' transactions. 

Apparently James Ritty, a saloon-keeper of Dayton, Ohio, had ex- 
perienced pilfering by his bar-keepers. At any rate he conceived the 
idea of a machine that would record sales. 61 He explained his notion 
to his brother, a machinist, and between them, in 1879, they invented a 
cash register which they patented. 

The brothers started to manufacture these machines, but the venture 
was not successful. The business was sold. Then the Rittys’ successor 

58 The eight companies are the International Harvester Co., Deere and Co., J. I. 
Case Co., Allis-Chalmers Manufacturing Co., Oliver Farm Equipment Co., Min- 
neapolis-Moline Power Implement Co., The Massey Harris Co., and B. F. Avery 
and Sons Co. 

59 Report on the Agricultural Implement and Machinery Industry (1938), pp. 
22-26. 

80 Ibid., p. 21. 

81 It is said that Ritty figured out a device while watching the dial which recorded 
the revolutions of the propeller of a transatlantic steamer on which he was travelling 
on a vacation voyage to Europe. 
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failed, and the patent rights and properties were acquired by several 
Dayton business men who formed the National Manufacturing Company. 
This organization likewise stumbled down the path of failure, while its 
owners sought to sell it. In 1884 they found a buyer in John H. Patter- 
son. He bought the controlling interest for $6500 and re-named the 
corporation the National Cash Register Company. 62 The real develop- 
ment of the cash register business began when he took over. 

Patterson soon discovered that he was confronted with a difficult mar- 
keting problem. Retail clerks resented the introduction of the cash 
register. It either reflected badly on their integrity or forced them into 
an honesty they found painful. The machines were soon designated 
“thief catchers.” Cash register salesmen, carrying big sample machines, 
were unwelcome in retail shops, so they found it difficult to reach retail 
shop-keepers. Regional show-rooms and the practice of sample display 
in hotel rooms had not yet become popular. The head of the National 
Cash Register Company had to overcome clerk resistance to develop 
the potential demand for registers. He devised tw T o methods. Almost 
simultaneously he launched an unprecedented direct mail advertising 
campaign among store-keepers, and supplied his sales agents with small 
models of registers in black leather cases. The latter arrangement, it 
was hoped, would get salesmen within the front doors of grocery-stores, 
saloons, and other shops. 63 Both methods brought some success. But 
clerks still resisted. They tampered with the cash registers and caused 
them to work improperly. Thereupon Patterson hired Pinkerton detec- 
tives to watch his customers 7 clerks. Evidence was gathered to pin 
sabotage on the recalcitrant clerks, and gradually their resistance was 
broken. 

Cash registers became accepted not only as an obstacle to dishonesty, 
but as a protector of the honest clerk 7 s integrity. Latent demand for 
cash registers became real, effective demand. Meanwhile John H. Pat- 
terson had come into complete control of his company. He bought out 

62 Patterson had formerly owned a coal business near Dayton. At that time he 
had been one of the first to use a cash register. He sold this business, and with 
his brother went West to investigate the opportunities in cattle-ranching and fruit- 
raising. On the return journey the brothers stopped at Colorado Springs. Here 
they made the acquaintance of a New England merchant who was on an extended 
vacation. When asked how he could leave his business for so long, the merchant 
praised an honest manager and Dayton cash registers. This experience is said to 
have re-aroused John Patterson’s interest in cash registers and led him to buy the 
Dayton outfit. See Samuel Crowther, John II. Patterson: Pioneer in Industrial 
Welfare (Garden City, New York, Doubleday, Page and Company, 1923), pp. 
79-80. 

63 Clerks and bar-tenders soon became suspicious of anyone carrying a small black 
leather sample case. It is said that salesmen of other products, as a measure of 
self-protection when approaching the brass rail of a bar, would loudly announce 
that they were not selling cash registers. 
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the company’s minority shareholders who were glad to sell because 
they feared the consequences of Patterson’s propensity to spend great 
sums for » advertising and sales promotion. Sales and production ex- 
panded, however, and National succeeded. 

Other enterprisers recognized the potential profits to be realized in 
this field. Competing machines were developed and new corporations 
were formed to share a growing and lucrative market. But John Pat- 
terson would tolerate no interference. Under his direction the National 
Cash Register Company became notorious for its predatory methods. 
According to the company’s own statements, the mortality rate among 
competitors was extremely high. Between 1895 and 1910, one hundred 
and fifty-eight cash register companies sought to compete with the 
National. One hundred and fifty-three failed. 64 And well they might, 
for the Patterson-controlled corporation followed the philosophy that 
the end justified the means, and the only good competitor was a dead 
one. Even though the National did 80 per cent of the cash register busi- 
ness in the early years of its life, it went on to destroy competition, and 
by 1916 acquired a 95 per cent control of the industry. 

The methods used by the National were many and vicious. Its sales- 
men were instructed to gather and report all data pertaining to the 
business of competitors. These were supplemented by information re- 
ceived from bribed employees of competitors who revealed trade secrets. 
And transportation employees were paid to disclose the destination of 
competitors’ shipments. This information was used to put pressure on 
specific competitors to drive them out of business. When it was neces- 
sary, bogus “independents” were formed to enlist the confidence of 
competing corporations. 

Salesmen of the National dogged the trail of competitors’ sales agents. 
National cash registers were offered at extremely attractive, below-cost 
prices to interfere with a competitor’s sale or to replace a competitor’s 
machine. The replaced machines were then conspicuously offered on the 
market at “thirty cents on the dollar” or even labeled as “junk.” The 
National’s salesmen were instructed and required to push the sales of 
National registers, even if they had to make derogatory statements 
about competitors’ products, business character, or ability to meet fi- 
nancial and other obligations. They even had to induce store-keepers 
to repudiate sales contracts made with competitors. They were taught 
and encouraged to damage or weaken competitors’ machines secretly 
whenever the opportunity was made available. If these methods failed 


• 4 U, S. v. National Cash Register Company, in Equity No. 6802, Circuit Court 
of the United States, S. D., Ohio, Petition, p. 25. See W. H. S. Stevens, "A Group 
of Trusts and Combinations/’ Quarterly Journal of Economics, Vol. XXVI (1912), 
p. 629. 
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to prevent competitors' sales, the National was ready to offer a cheaply 
made machine simulating that of the competitor. This machine be- 
came known as a “knocker.” The prospective buyer of a cash register 
was led to believe that this machine was similar to the competitor's 
machine./ By inference the weaknesses of the “knocker” machine were 
subtly ascribed to the competing machine, and in the end the prospect 
was induced to buy a regular National cash register. 

Since cash registers were patented and National possessed two of the 
basic patents, the Ritty and the Birch, and had acquired improvement 
patents by purchase, it often used infringement suits to annoy competitors 
and customers of competitors. In some instances these suits were valid, 
and were the immediate cause of the disappearance of rivals from the 
field . 66 In other instances, the claims of infringement were unfounded 
and were brought not in good faith but to intimidate competitors . 66 And 
this effect they seemed to have. 

The Natipnal also devised a unique plan to impress anyone who 
visited the Dayton plant. A competitors' “graveyard” was maintained 
in a show-room in the factory. Here the registers of defunct competi- 
tors were displayed to customers and to present and potential competi- 
tors. Vital statistics revealed the name of the deceased, the date of his 
departure, the net loss of the unsuccessful venture. This morbid ex- 
hibit was strangely enough countenanced by John H. Patterson, who 
aside from this seemed to take a keen interest in the health and welfare 
of others. 

It would be unfair, however, to maintain that the National attained 
and maintained its monopoly position solely by questionable means. 
It undoubtedly enjoyed the services of a capable, hard-driving manage- 
ment which possessed at the outset the advantage of the basic patents 
in the field . 67 And this combination was buttressed by Patterson's in- 
sistence on and confidence in high-pressure salesmanship and advertis- 
ing . 68 The broadening of its markets by effective sales methods per- 
mitted it to reach more quickly the optimum size for technical production 
and to operate at an optimum scale. The margin of its efficiency, how- 
ever, was not so great that it willingly allowed the forces of fair competi- 
tion to drive competitors from the field. Rather it chose to hasten their 
departure by the adoption of methods that were brutally efficient. 

It is not at all surprising that a company which devised and adopted 
such unethical market practices ran afoul of the anti-trust laws. At an 

65 National Cash Register Co. v. American Cash Register Co., 47 Fed. 212; 
National Cash Register Co. v. American Cash Register Co., 53 Fed. 367; National 
Cash Register Co. v. Boston Cash I. & R. Co., 159 U. S. 261. 

66 Patterson, et al., v. United States, 222 Fed. 634 (1915). 

™ Ibid., 222 Fed. 635 (1915). 

68 Crowther, op. cit., pp. 87-167. 
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early date after the passage of the Sherman Act, its officers were at- 
tacked in a criminal suit. 69 Meanwhile the company whose complaint 
had brought on the Government suit was absorbed by the National. 
Either because the Government was rid of a complaining client or be- 
cause it had lost a valuable witness, it dropped the suit. 70 

The monopoly continued its practices for nearly twenty years before 
anti-trust action was again instituted in a criminal and a civil suit. In 
the former, a Federal Grand Jury charged John H. Patterson and more 
than a score of the National's other officials with monopoly and the 
use of reprehensible competitive methods. The lower court convicted 
all but one officer. President Patterson was sentenced to a year in 
jail and ordered to pay a fine of $5000 and costs of the suit. 71 The 
other officers were similarly penalized. On appeal, however, the Circuit 
Court reversed the decision of the lower court on technical grounds. 72 
The case was remanded to the lower court for a re-trial. Supreme Court 
review of the case was denied. 73 Meanwhile the company deemed it 
inadvisable to fight the civil suit. In a consent decree in 1916, it ac- 
cepted a judgment of violation of the Sherman Act and agreed never 
again to use a long list of unfair methods of competition. In addition, 
the company had to pay the costs of the civil suit, and the court re- 
tained jurisdiction of the case so as to enforce the decree quickly if its 
terms should be violated. 74 As a result of the decree the criminal suit 
was dropped. 

So ended for a long while sporadic and unsatisfactory attempts by 
the Federal Government to bring to justice an organization and its of- 
ficerfe who sponsored and insisted on the use of the worst of competitive 
practices: spying, bribery, intimidation, sabotage of competitors' ma- 
chines, doing business under false colors, encouragement of contract 
repudiation among the buyers of competitors' machines, and other in- 
tolerable methods. The penalty was merely the payment of costs of 
suit and the command to be good while they continued to enjoy the 
fruits of a 95 per cent control of the cash register business! 

Nearly ten years elapsed before a Federal agency again clashed with 
the National. The Federal Trade Commission charged it with the 
systematic execution of a plan to hinder and restrain competition unduly 


«»U. S. v. Patterson et al, 55 Fed. 605 (1893) ; 59 Fed. 280 (1894). 

70 Decrees and Judgments in Federal Anti-trust Cases, Vol. I, p. 680. U. S. At- 
torney Sherman Hoar simply stated that the Government would not prosecute 
further. 

71 201 Fed. 697 (1912); 205 Fed. 292 (1913); Decrees and Judgments in Federal 
Anti-trust Cases, Vol. I, p. 795. 

72 222 Fed. 599, 650 (1915). Evidence had been erroneously excluded. 

72 238 U.S. 635 (1915). 

74 Decrees and Judgments in Federal Anti-trust Cases, Vol. I, p. 320. 
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in the manufacture and sale of cash registers and similar machines. 78 
About the same time the Department of Justice alleged that ninety-two 
National Cash Register sales agents and employees of sales agents were 
using market tactics in violation of the 1916 consent decree. The pro- 
ceedings in this instance were not directed against the company itself 
or against its officers, nor were the company’s policies criticized. 76 It 
was an action against sales employees. In November, 1928, one de- 
fendant only was adjudged guilty of contempt of court and fined $1000 
for violating the terms of the 1916 consent decree. In closing the case 
the presiding judge censured the Department of Justice severely for 
inadequate investigation of the facts and for subjecting the defendant 
sales employees to groundless prosecution. 77 Shortly thereafter, the 
Federal Trade Commission dismissed its case against the company. 

Precise information about the National’s early financial history is not 
available. It appears, however, that in its infancy the company grew 
so fast that it was continually short of working capital. President Pat- 
terson was forced to borrow heavily from the Dayton banks and to sup- 
plement these loans by boi rowing from the Banigans of Providence, 
R. I., wealthy rubber manufacturers. 78 Since the Banigan loans affected 
the National’s capacity to borrow from the banks, Patterson sought ad- 
vice from A. C. Ratshesky, a Boston banker, who re-vamped the Na- 
tional’s financial structure in 1899 and put the company on a firmer 
financial basis. Thereafter the National found no trouble in getting 
funds when needed. 

It is reasonable to assume that a monopoly position in an expanding 
market would yield exceptional profits. Doubtless it did, but the com- 
pany pursued a modest dividend policy in which regularity of payment 
was stressed, rather than the size of the dividends. Between 1889 and 
1926 the company failed but once to pay a cash dividend, and in that 
year,, 1898, it paid a 200 per Cent stock dividend. The average dividend 
from 1906 to 1916 was slightly more than 2 per cent, wJiich is hardly a 
monopoly return. The explanation of this low return is not to be found 
in small profits but in these two factors: the Patterson family owned 
the corporation and John H. Patterson dominated the family. Patter- 
son had strongly established ideas as to how profits should be distributed. 
Modest dividends, therefore, went to himself and his family, while the 
remainder of the profits were re-invested in the business. Later Patter- 
son introduced profit-sharing among his employees, and all profits in 
excess of 6 per cent on the investment were divided equally between 

78 Complaint No. 1328, F. T. C., Annual Report , 1926, pp. 144-146. 

76 The New York Times , November 3, 1925, pp. 1, 5. 

7t lbid. f November 13, 1928, p. 51. 

78 Crowther, op. cit., p. 180. 
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the company and the employees as a group. 70 John Patterson was not 
merely a ruthless competitor, he was also a domineering but benevolent 
employer. For his paternalism he was dubbed Pioneer of Industrial 
Welfare by his biographer, Samuel Crowther. From 1917 to 1925, the 
company's dividend policy became more generous. During these years 
dividends ranged between 7% and 9 per cent. 

In 1926 the banking firm of Dillon, Read & Company obtained an 
interest in the Cash Register Company. A new corporation was formed 
with a Maryland charter, to take over the assets of the Ohio corporation. 
At the present time New York banking interests represent one-third 
of the directorate of nine. Over the period 1926-1940, earnings per 
share have been moderately good. 

The National Cash Register Company still commands about 90 per 
cent of the market. In 1929 it acquired the Ellis Adding-Typewriter 
Company, and in 1931 it absorbed the assets of the Remington Cash 
Register Company, once its adversary in a patent suit. The company 
now produces around five hundred models, which it sells on the install- 
ment plan to a great variety of establishments. Much of its present 
business is replacement of obsolete machines. While the original patents 
have long expired, it has a host of improvement patents. Expansion 
in the last twenty years has been in foreign fields. So strong is the 
company's hold in the domestic market as well as in the leading in- 
dustrial nations that it is highly unlikely that strong competition at 
home can arise against it. Present competition, such as it is, probably 
acts only as a very moderate brake on the company's pricing policy. 
The 1916 consent decree doubtless still serves as a considerable restraint 
on its marketing tactics. 


79 Crowther, op, cit., pp. 260-261. 
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The Economics of Monopoly 


The preceding chapters have illustrated one type of monopolistic de- 
velopment in American industry. A single firm has held control over 
a large part of the total supply of some commodity or commodities. 
As in the case of the American Tobacco Company, the existence of a 
sale monopoly frequently endowed the companies with a buyers monop- 
oly. As long as the sale of tobacco products was under one control, 
the growers of leaf tobacco had little hope of finding a free market for 
their product. 

In the course of time, most of the companies studied have been forced 
by public prosecution or by the rise of competitors to share their control 
with at least a few other firms. And the great merger movement of the 
Coplidge and Hoover era did not generally push single firms into pre- 
eminence, but set up a few large companies in the affected industries. 
Their cooperation, which is studied in Part IV, is probably the outstand- 
ing monopolistic problem of the present. Certainly, single-firm monop- 
oly today is an annoyance in a far smaller portion of the American 
market than was the case between 1890 and 1920. The economic effects 
of such control, however, still deserve attention. Single firms still 
control a few national industries and many special products; moreover, 
their power would grow if public controls were relaxed. 

Public policy in the past, has attempted to control monopoly by com- 
mon law and by a variety of state and Federal statutes. The propriety 
of this policy, or of other treatments for the monopoly held by single 
firms, rests finally on the effects of such monopoly. And the vigor 
with which anti-trust laws are administered may depend in part on 
public appreciation of the economic significance of monopoly. 

In an individualistic system the possession of overwhelming economic 
power by a single company seems in itself to be objectionable. Political 
democracy is seriously harmed by the presence of concentrated economic 
power. Economic welfare is injured by the greater inequality of wealth 
and income created by monopoly and by the arbitrary treatment that 
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may be extended to labor and the consumer. The basic economic ob- 
jection, however, arises from the inefficiency of monopoly. It influences 
the production and hence the standard of living of a country by affecting 
the size of the monopolized industry and the cost of producing goods. 

If we think in terms of a number of producers turning out physically 
similar goods that buyers consider interchangeable, we find under com- 
petitive conditions that price and cost considerations fix the size of this 
industry. Each of these fields of production (smaller units where the 
products are differentiated), would be allowed by competitive forces to 
develop only to an ideal size. Each industry would take labor, capital 
and 'raw materials in quantities sufficient to yield that output which would 
be taken off the market at prices covering the lowest possible average 
cost to the marginal producer. Any other output would be less desirable. 
For example, if the industry did not develop to this ideal size the lesser 
product would sell at prices above cost. Since costs are fixed by the 
value the productive resources have in other fields of industry, this would 
mean that some resources could move into this industry and would there 
produce a greater value product. The competitive profit system would 
tend to bring about this result. 

Restriction below the ideal output would not occur under perfect 
competition. Conditions would permit the movement of labor and 
capital and no producer could benefit by restricting his sales and raising 
his prices. Any attempt to do so merely would mean that competitors 
would undersell him and take away all his business. But under monop- 
oly, restriction is practicable, and offers the means of achieving ab- 
normal profits. 

If it is assumed that the monopolist has complete control of supply, 
has no fear of latent competition or of other interferences, and has a 
desire to make his total profits as large as possible, he will restrict sales 
and ask higher prices. The amount of restriction that is most profitable 
will depend on the character of the demand and the nature of cost 
conditions. 

If the demand is inelastic, that is, if the total of receipts increases 
as prices are raised and sales curtailed, the reaction of unit costs is of 
no importance in determining the amount of restriction . 1 The largest 
monopoly profits would be obtained by cutting production to the smallest 
output that is feasible from the production point of view. Here the 
total receipts are at their maximum and total costs would be smaller 
than for a greater output. 

Where the demand is elastic the reaction of total costs to restriction of 

x It is assumed tha^t a restrictive policy does not increase total costs by forcing 
the producer to give up large-scale methods of production or to assume heavy 
costs to keep latent competition from becoming active. 
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output becomes immediately important. As output is reduced below 
the competitive production, the gross income is reduced — buyers are not 
offering sufficiently high prices to offset the reduced sales . 2 But total 
costs will decline, and as long as this decline is greater than the reduc- 
tion in total receipts, the restriction is worth while. To realize the 
largest possible total profits the monopolist must cut his production to 
the point where any further restriction would mean that his total re- 
ceipts declined more than his total costs. Here it would be apparent 
that any further reduction would bring higher prices, but would restrict 
sales too severely, and unit costs would not decline sufficiently to offset 
the loss in total receipts. 

At this point the monopolist would find as large a total of profits as 
demand and supply conditions would permit. From the point of view 
of his sales, he would be selling a last unit of goods that increased his 
revenues by the same amount it increased his costs. If he set his produc- 
tion so as to sell one more unit than this, he would find his total receipts 
had increased, but by an amount less than the increase in his total costs, 
and his profits would be smaller . 3 

A restriction of sales as severe as that suggested under inelastic de- 
mand conditions is not probable in the ordinary monopolized industry. 
It is caused by both the inelastic demand for the product and the ab- 
solute control of supply. And those conditions are rare. Certainly, 
few if any single firms have been so favorably placed. In the first 
place, within the ordinary range of prices very few commodities are so 
strongly desired by consumers that their use will not expand materially 
when prices are lowered or contract severely when prices are raised. 
The business man and the economist know far too little about the 
elasticity of demand for most products, but in the case of aluminum 
and ethyl gasoline, for example, substitutes almost certainly make the 
demand elastic. And furthermore, as in the case of tobacco, where no 
direct substitute exists, the commodity must struggle for its place in 
the consumer’s limited budget, and high prices will cause a serious 
shrinkage in consumption. 

In the second place, the monopolist must fear the influence of high 
prices on the amounts buyers will take from him, for he is not com- 
monly in absolute control of the supply. The output of even a few 
struggling independents would increase significantly as the monopolist 
attempted to take higher prices from the consumer; for example, if the 

2 Some restriction below the competitive output is assured, since the reduction 
in sales will place the unit demand price above the total unit cost. This unit 
cost includes a normal rate of profit on the whole capital invested, so the monopolist 
will be making the same normal profit and something over. 

8 That is, marginal revenue would be less than marginal cost. 
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price of aluminum ingot is low the use of scrap aluminum will stay 
small, but will grow step by step with increases in price. Hence, the 
demand the monopolist can count on will be the total amounts taken by 
buyers at various prices, minus the supplies that will come from other 
sources. These supplies will be greater for the higher range of prices 
and will tend to make the demand for the monopolists product elastic. 
Even if the independents are inferior in efficiency and supply only a small 
part of the market, they place valuable restraints on the restrictive policy 
of the monopolist. They are frequently protected by the high costs 
which the monopoly would incur in driving them completely from the 
field, but public protection for them is easily justified. Public funds 
spent in protecting them from unfair methods of competition, for example, 
would pay material dividends in reducing the harmful restriction of 
production and the high prices resulting from monopoly. Where in- 
dependents have not survived, public policy might advantageously create 
competition through the agency of government-owned companies. 

The degree of restriction resulting from a monopoly may be influenced 
also by the manner in which it was formed. If it resulted from a com- 
bine organized by former competitors, it must take care of the invested 
capital of the members of the cooperating group. Inefficient plants 
would be closed, but their capital costs stand as a charge against those 
kept in operation. Even if all plants are of comparable efficiency, some 
might be closed, if marketing and other considerations permitted, in 
order to allow the survivors to operate near their “optimum scale. The 
burden of the wasted capital will increase the costs of those operating, 
and restriction may be lessened, as the closing of many plants may 
seriously increase the costs of the combine. It is apparent, however, 
that where the monopolist achieves his position by driving competitors 
out of the field he escapes these costs and his output policy will not 
reflect their influence. Everything else being equal, the restriction of 
output will be greater than in the case of the combination . 4 

The Influence of Monopoly on Plant Costs 

Many claims of superiority over competitive industry have been made 
by the large monopoly firms in attempts to justify their position. 
Some of the claims possess merit, but there is no evidence that monopoly 
allows companies in the ordinary fields of industry to produce more 
cheaply than comparable companies in competitive circumstances. The 
special fields that have come to be designated as public utilities can 


4 For an abstract analysis of the theoretical points developed in the preceding 
pages, see the Appendix of this chapter. 
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operate more efficiently in the hands of one company than under com- 
petition. The typical monopolies studied in the previous chapters, how- 
ever, do not show this same phenomenon. 

If plant costs are to be held to a minimum the best engineering and 
management techniques must be used, and the plant must be built to 
optimum size and operated at optimum scale. Monopoly can only re- 
duce plant costs through its influence on one of these factors. 

It is not easy to isolate the effect of monopoly on the technical methods 
that are developed and used in an industry. Some evidence, however, 
appears in the cases which were studied. In the manufacture of ethyl 
fluid, farm machinery, and tobacco products, patents on improved methods 
and products were important, but were largely developed under com- 
petitive conditions. The discovery of ethyl fluid was made by General 
Motors to improve the operation of their engines. If it had been feasible, 
that company might very well have been satisfied to keep the fluid for 
use in their own cars to better their position in the automobile industry. 
In the case of shoe machinery, various companies had improved the 
machines used in the bottoming room, and their union made the United 
Shoe Machinery Company a monopoly. The electrolytic reduction of 
aluminum was developed by Hall, working alone and without resources. 
Monopoly was a result of his work, not a cause of it. Before monopoly 
appeared the tobacco industry made a great contribution in developing 
machinery for the manufacture of cigarettes and, after the dissolution 
in 1911, continued to improve its products and its methods. And in 
the manufacture of shoe machinery, the outstanding contribution of 
recent years was made by an independent, The Compo Shoe Machinery 
Corporation. 

In the public utility fields the optimum size for a plant is so large, 
relative to the market, that there is not room for a number of competi- 
tive companies of satisfactory capacity. It is clear, however, that this 
exceptional circumstance does not exist to justify industrial monopolies. 
In the first place, most of the monopolized companies operate a number 
of plants. From its earliest days, for example, the tobacco combine 
was made up of plants that were of optimum size. If they had been 
competitively operated their size would not have been affected. In the 
second place, in the rare cases, such as alumina production, where a 
single plant serves the whole industry, economic analysis shows that a 
number of plants smaller than the giant would be equally efficient. 

A number of cost studies have shown that there are limits to the 
growth of plant size beyond which production becomes more costly. 
A study made by the Federal Trade Commission shows various cost 
comparisons for plants of different size in the flour milling industry. In 
three out of six years the lowest costs are associated with the largest 
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volumes, but, in the other years, plants of medium size enjoyed the 
lowest costs. 5 In the manufacture of bread the largest plants, turning 
out over thirty-five million loaves annually, had average costs of 6.85 
cents, while plants next below them in capacity produced for 6.3 cents. 
The average cost of the large plant was above the average for the 
seven hundred and fourteen plants studied. 6 An investigation made for 
the Temporary National Economic Committee covered eighteen indus- 
tries producing about one-quarter of American production and showed 
the same result. Plants were classified as large, medium, or small, and 
out of fifty-three individual plant-cost tests, the largest plant had the 
lowest cost in only two tests. 7 A large plant, but not the largest, had 
the lowest cost in four tests. Medium-sized plants had the lowest cost 
in twenty-one and small in twenty-six of the cases. On the average, 
for the whole fifty-three tests, over one-third of the plants in each cost 
array had lower costs than those of the largest plant. 

It appears that largeness is no prerequisite for plant efficiency, and 
where size is associated with monopoly the resultant restriction of out- 
put will probably endanger the scale of plant operations. Unless the 
number of plants constructed is carefully controlled, as it was in the 
aluminum industry, or plants are scrapped, a partial and inefficient oper- 
ation of plants is necessary for the sake of monopoly profits. The evi- 
dence suggests that most monopolies resulting from a combination of 
formerly competing plants fell back on both a scrapping of some plants 
and a restricted operation of their other factories. Closing some plants 
completely may improve the scale of operations in others, but still causes 
an initial waste of capital equipment. In time, monopoly can restore 
its plants to capacity operation if demand grows as it did in most of 
the cases studied, and if construction is carefully controlled. 

Economies from the Combination of Plants 

The various firms that achieved monopoly control almost inevitably 
developed horizontal and vertical forms of combination. • For example, 
the plants of six companies were brought together so as to 'make the 
International Harvester Company a horizontal combination from its 
inception. The Standard Oil, American Tobacco and the United Shoe 
had similar origins. Only in the process of its growth did the Aluminum 

5 Federal Trade Commission, Competition and Profits in Bread and Flour (1928), 
Table 115, p. 449. 

6 Ibid., p. 295. 

^Temporary National Economic Committee, Monograph No. 13, Relative Ef» 
ficiency of Large, Medium-Sized and Small Business (Washington, D. C.: U. 8. 
Government Printing Office, 1941), p. 12. 
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Company spread out to operate a number of plants in various stages of 
the industry. All these firms, with the exception of the United Shoe 
Machinery Company, integrated various stages of their industries to 
form vertical combines. Evidence gathered from the experience of 
these and other firms, shortly after combination was achieved, can be 
used to throw some light on the nature and extent of the economies they 
gained or expected to gain. It will be apparent that monopoly need 
not be credited with whatever gains they realized unless it was the 
necessary result of attempts to organize combinations of efficient size. 

Eleven of the largest combines of the period were studied by the United 
States Industrial Commission between 1898 and 1900. In the hearings, 
representatives of the giant concerns claimed that horizontal combina- 
tion gave them certain advantages over single plants. Where they oper- 
ated a number of plants, those that were inefficient or badly located could 
be closed and operations concentrated in the better plants. In addition, 
when business was slack, certain plants could be shut down and the re- 
mainder operated at optimum scale. H. 0. Havemeyer, president of the 
giant American Sugar Refining Company, claimed important savings 
for his company on both these scores. 8 Yet it is doubtful if monopoly 
organizations would be any more effective in weeding out inefficient firms 
than would competition. However, the handling of fluctuations in de- 
mand so as to keep plants at capacity could be done only by a large 
combine. 

It was claimed also that the operation of a number of plants in the 
same stage of the industry allowed material savings in freight costs. 
Plants might be located at favorable points and customers served from 
nearby factories. As Mr. Havemeyer admitted, the closing of plants to 
concentrate production in a few not only precluded any gain on this 
score, but actually entailed an increase in freight costs. The sugar com- 
bine concentrated the production of twenty-four plants into five large 
refineries located at New Orleans, Boston, and New York, and shipping 
distances were generally greater than before combination. It is probable 
that the Aluminum Corporation, the United Shoe Machinery, and the 
American Tobacco made gains in plant size only to lose some of them 
in freight costs greater than a competitive industry would have faced. 

Another advantage was realized when combination allowed competing 
brands and conflicting patents to be brought under one control. The 
International^ Silver Company, which produced about 50 per cent of the 
country’s supplies of silver-plated and sterling silver table-ware, allowed 
a number of its acquired brands to decline while it pushed the sale of 


®H. R. No. 476, 56th Congress, 1st Session, Preliminary Report on Trusts and 
Industrial Combinations (1900), pp. 109-110. 



272 


THE ECONOMICS OF MONOPOLY 


certain brands bearing the name of Rogers Brothers. 9 Similarly, the 
American Steel and Wire Combine and others found at times that patents 
were acquired with absorbed firms, and possible conflict was avoided by 
using some patents and dropping others. 10 It is possible that some eco- 
nomic gains were made by putting competing patents and brands “to 
sleep,” but it is obvious that the practice was more closely bound up with 
the elimination of competition than it was with the reduction of com- 
petitive wastes. 

Advantage in acquiring specialized business ability was also claimed 
by the large combines. J. B. Duke gave this as the important virtue of 
the tobacco trust. Different types of skill and experience could be 
brought together and a high degree of managerial specialization might 
result. But the advantage contains its own limiting features. Special- 
ized management must be coordinated. And coordination becomes in- 
creasingly costly as a business grows in size and entails the delegation of 
important matters of superintendence to subordinates. It may be sig- 
nificant to note that Mr. Duke allowed all the important management 
positions -in the American Tobacco to fall into the hands of a narrowly 
specialized group of financiers. 

The personal concern of an owner-operator plays a smaller and smaller 
part as a hierarchy of employed managers is built up. And there is no 
assurance that specialized skill is an adequate offset for the loss of direct 
control by owner groups. Certainly, in the pre-combination days in the 
shoe machinery industry, in tobacco manufacture, and in oil refining there 
were plentiful signs of alert and able managements. 

It is a rather striking fact that in all the testimony presented to the 
Industrial Commission, the defenders of combination made no claims 
for any economies of integration. The reason is implicit in the nature 
of the combines. The Aluminum Corporation, for instance, made gains 
from coordinating the various stages of the industry, but the expansion 
that swept it into a monopoly position was a horizontal growth that 
added nothing to the integration of the company. Similarly, in 1901 the 
great United States Steel Corporation combined iron ore mines, railroads, 
lake ore carriers, coal coking plants, and various works producing a 
variety of finished steel products. But it gained nothing in the way of 
integration that had not been achieved earlier by constituent companies 
such as the Carnegie Steel. 11 And among the large companies, integra- 
tion did not seem to guarantee high profits. From 1915 to *1918 earnings 
among the steel companies varied inversely with the degree of integra- 

p. 1072. 

™Ibid., p. 1028. 

11 Commissioner of Corporations, Report on the Steel Industry (1911), Part I, 

p. 10& , 
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tion. Companies operating only rolling and finishing mills made average 
returns of over 36 per cent on their investment, while those that produced 
their own ore, coke, and pig iron made returns of 22 per cent. 12 

The mere size of these giant combines did bring them certain economies. 
Some of the trusts were inclined to argue that their size was attractive 
to customers in that it brought an assurance of steady and adequate 
supplies of the product. The general public attitude toward the trusts 
hardly seemed to offer any general support to such claims. And it does 
not seem that the large combines put much stock in their own claims, 
for they frequently hid their identity behind dummy independents. 

The large control held by the American Steel and Wire Company was 
used to tighten credit conditions for customers and to deny their claims 
for damages and short deliveries. While the exercise of this power 
might reduce costs for the company, it probably effected no real economic 
gain and hardly endeared the company to its customers. 13 

When size is gained through absorbing independent companies, it may 
bring savings by eliminating highly paid management officers and by 
curtailing the office organization of the constituents. In this fashion the 
overhead cost laid on each unit of the product may be lessened. It is 
not possible to measure these gains nor the offsetting costs that may 
follow them. There is likely to be little decrease in salary cost if the 
important officers of the combine take very large salaries and bonuses. 
And the enlarged central office required to coordinate the policies of the 
subordinate companies may eat up a considerable portion of the over- 
head economies. Finally, if inflated values are paid for the acquired 
properties, and if promoters take large profits, as was the case in the 
tobacco, steel, oil and most other combines of the early trust period, 
operations start under a severe handicap. 

It has been a popular belief that a large company can purchase ma- 
terials and credit more advantageously than a small business. Some 
advantage does exist on this score. For example, the Federal Trade 
Commission* found that the large meat-packers were able to get com- 
mercial credit at lower rates than small distributors and jobbers. 14 
And it is true that as an industry grows it tends to gain so-called ex- 
ternal economies that come from a better organization of the supply in- 
dustries as their market expands. But the growth of single firms to 
monopoly proportions is not needed for the growth of an industry. Quite 
the reverse, it will usually restrict the size of an industry as the firm 
seeks monopoly profits. In 1901, Charles R. Flint, associated as organ- 


12 Federal Trade Commission, War-Time Profits and Costs of the Steel Industry 
(1925), p. 32. 

18 Preliminary Report on Trusts and Industrial Combinations, p. 1032. 

14 Federal Trade Commission, The Meat Packing Industry (1919), p. 31. 
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izer and management officer through the nineties with a half-dozen dif- 
ferent combines, said that generally a large business found no advantage 
in buying staple supplies and in some cases suffered because of the large 
amounts it had to obtain. 15 He intimated that advantage would only 
come when a firm was the sole or nearly sole buyer. Then, of course, 
its advantage arises from its monopoly position and constitutes no eco- 
nomic gain. 

The Earning Record of Large and Small Companies 

Earnings are influenced by too many factors for them to be used as 
an index of efficiency, but the ability of small corporations to make 
relatively good records at least minimizes the claims made for large- 
ness. The Temporary National Economic Committee found that in 
eighty-four tests the largest company had the best rate of return on in- 
vested capital in only twelve instances. Corporations of medium size 
enjoyed the largest rate in fifty-seven cases, and companies classified 
as small in thirteen. 16 

A more comprehensive study made by William Leonard Crum throws 
a somewhat more favorable light on the earning power of the larger 
concerns. 17 On the basis of their total assets, companies were divided 
into ten size-classes. The smallest class included corporations with as- 
sets between zero and $50,000 and the largest, corporations with assets 
of one hundred million or more. Data on earnings and assets were 
obtained from reports of the United States Treasury for the years 1931- 
1936. In 1932, at the depth of the depression, the zero to $50,000 class 
showed a rate of return of -28.09%, the next larger class -12.97, and 
so on with smaller and smaller deficits until the fifty to one hundred 
million class was reached and positive earnings of .30% were recorded. 18 
For 1936, the best of the six years, the smallest class is the only one 
showing a deficit, and earnings increase steadily until the fifty to one 
hundred million group is reached. Then, for companies over that size, 
earnings appear that are slightly below the average for all sizes. With 
that one exception, the profit rate increased in all the six years as the 
size class increased. 19 


15 Report of the Industrial Commission, Trusts and Industrial Combinations 
(1901), Vol. XIII, p. 36. 

16 T. N. E. C., op, cit,, p. 13. 

17 William Leonard Crum, Corporate Size and Earning Power (Cambridge, Mass., 
Harvard University Press, 1939). 

18 The rate of profits expresses the earnings before tax deductions as a percentage 
of the book value of the owners’ equity. Size is measured by the total assets as 
reported on balance sheets accompanying corporate income tax returns. 

19 Crum, op, pit,, Table II, p. 31. 
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While the general record of the larger companies is impressive, a 
further break-down of the figures shows that smallness does not preclude 
the chance of large profits. An important section of the enterprises in 
the small groups has a better record than large companies. When at- 
tention is directed to the corporations reporting some positive income, 
and corporations having deficits are ignored, the relation between size 
and rates of return is reversed. In 1932 the smallest of such companies 
show, earnings of 8.88%, and the rate declines steadily for each 
larger class until the one to five million dollar group is reached. These 
companies earned 5.60% and those in the next two larger groups 
5.91%. Corporations over the fifty million dollar mark reestablished 
the trend with earnings of 5.34%. In 1936 the same relationship is ob- 
served. The five smallest classes have average earnings of 11.04% and 
the five largest only 8.15%. 20 

It is apparent that small companies in the deficit class were very 
numerous and their losses were serious. The number of small and 
medium-sized companies in the income category is great enough, how- 
ever, to suggest that largeness is not required for favorable earnings. 
In the manufacturing division the companies reporting an income showed 
approximately the same relation between size and earnings as that for 
all corporations, and the number of companies in the smallest group 
was not negligible. For 1932 they held about 15 per cent of the total 
assets of all manufacturing corporations of that size class. In 1936 they 
made up 44 per cent. 21 

Scattered studies by the Federal Trade Commission also indicate 
favorable opportunities for the small company. In its study of profits 
in the manufacture of bread and flour the Commission found that even 
where the largest plants had the lowest plant costs they still did not 
enjoy the best rate of profits. The smaller companies were financially 
more successful, either because they had markedly lower investment costs 
or because they were able to get better selling prices. 

A study of pig iron companies in 1918 shows the same condition. 
The group of companies with the best rate of profits were small in size 
and had relatively high plant costs. It appeared to the Commission 

20 Many production and market factors undoubtedly combine to explain the rela- 
tive success of different classes of companies, but small corporations generally possess 
a financial feature that may be of significance. They borrow more of their total 
capital than do large corporations. As a result, if they were making the same 
rate of return on their total capital as their large rivals, and if the rate of interest 
was below this return, there would be left a residue for the small owners equity 
which would yield a rate above that realized by the owner in the large company. 
At the same time, of course, the risk would be greater. For the distribution of 
total capitalization and of borrowed capital by asset classes see Twentieth Century 
Fund, Inc., How Profitable Is Big Business (New York, 1937), Table 15, p. 60. 

21 Crum, op . cit., Table VIII, p. 60. 



276 


THE ECONOMICS OF MONOPOLY 


that their low capital costs more than balanced their relatively high 
^operating costs, so as to leave them in a comparatively favorable con- 
dition. 22 In the manufacture of beehive coke, used in smelting iron, 
companies with average investments under one million dollars earned 
markedly larger returns than those with capitals over five million dol- 
lars. 28 In a report on one hundred and forty -three Southern Pine lumber 
companies, the Federal Trade Commission found companies of medium 
size with the best record, and the smaller companies inferior to both 
medium and large companies. 24 In all the regions studied, large compa- 
nies but not the largest produced at the lowest costs. 25 

The Earnings of Monopoly Combinations 

When a company reaches monopoly size, its earnings may be favorably 
influenced by its market control or by its ability to reduce some of the 
costs of competition. The early trusts apparently found considerable 
economies in the reduction of their sales forces as competing companies 
were absorbed. The Whiskey Trust that sold 85 per cent of the liquor 
products of the country in 1901 claimed that the disappearance of com- 
petition in Kentucky alone saved a million dollars a year in sales ex- 
penditures. 26 And selling costs increased in the tobacco industry after 
the dissolution of the American Tobacco Company. Large sums spent 
annually for advertising, style competition, and various forms of sales 
promotion are unquestionably a cost imposed on producers by the com- 
petitive system. While some of the effort is informative and would 
probably be continued by monopoly industries, much of it arises from 
the inevitable duplication of competitive enterprise. 

The gains realized by the large combines were apparently lost or off- 
set somewhere in their operations, for their financial record was not very 
good. In spite of the large hopes of investors and the even larger 
promises of promoters, profits from the combination movement of the 
eighties and nineties were small. A statistical study of thirty-five large 
industrial combines picked at random from companies organized before 
1904 compares their records after combination with the previous records 
of the constituent companies. 27 And the consolidated companies show 
up badly. First, they earned little more than tyalf the profits promised 

22 Federal Trade Commission, War-Time Profits and Costs of the Steel Industry 
(1925), p. 13. 

2 *Ibid., p. 42. 

24 Federal Trade Commission, War-Time Costs and Profits of Southern Pine 
Lumber Companies (1922), pp. xiv and 84-85. 

2 5 Ibid p. 59. 

26 Report of the Industrial Commission, Trusts and Industrial Combinations 
(1901), Vol. XIII, p. 829. 

27 A, S. Dewing, "A Statistical Test of the Success of Consolidations/’ Quarterly 
Journal of Economies , Vol. XXXVI (1921-1922), pp. 84 ff. 
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by promoters and bankers responsible for their formation. Only in five 
cases out of the thirty-five did the actual earnings come up to the fore- 
casts. And more than an extravagance of claims is indicated. The 
earnings of the separate companies before combination were nearly a 
fifth larger than the earnings in the first year after combination. And, 
in case that appears to be too early a test, time did not improve the 
record materially. During their first ten 3 r ears, when they had at least 
normally good business conditions, the combines made average returns 
at least 10 per cent below what the constituents had made as separate 
companies. For example, the companies thrown together to make the 
United States Steel had earned annually approximately one hundred and 
eight million dollars before the consolidation. And the Steel Company, 
in its first ten years, had average annual earnings of only ninety-two 
millions. The combination seemed to work no miracle for the compa- 
nies that formed the American Beet Sugar Company and the American 
Window Glass Company. In each of these cases, the combines earned 
about one-quarter the previous earnings of the separate companies. 

Still another test compared the earnings of the giant concerns in their 
first and tenth years. It showed profits in the tenth year to be about 
7 per cent less than in the first. As A. S. Dewing, the author, con- 
cluded: 28 

After sufficient time had elapsed to permit the consolidation to perfect its 
organization, to reconstruct its plants and to effect all the anticipated economies 
of combination and large-scale production, and after considerable sums of new 
money had been invested in betterments and new plants,* the earnings gradually 
diminished until they were no more, perhaps a little less, than during the first 
year of consolidation. And the first year’s earnings . . . were less than the 
earnings of the separate plants before consolidation. 

From this record it would seem probable that a number of the com- 
bines organized before 1900 must be regarded as definite failures. One 
authority, Eliot Jones, puts the following trusts in that category: asphalt, 
bicycle, cordage, cotton duck, cotton yarn, glucose, linseed oil, malt, 
newsprint paper, paper bag, salt, shears and scissors, silverware, sole 
leather, starch, upper leather, wall-paper, whiskey, and writing-paper. 

Failures suggest that the mere act of combination and the mere pos- 
session of size do not assure efficient and profitable operations. And 
success, if achieved through certain means, may indicate the same thing. 
The qualified success of the United States Steel and other big combines 
seems to rest in an important degree on the tolerant cooperation of sup- 
posed competitors. Unfair methods of competition were used to build 
the tobacco monopoly and the oil refining monopoly. The use of great 
financial resources played an important part in building up the American 


**Ibid., p. 94. 
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Tobacco, the United Shoe Machinery Company, the Standard Oil, and 
many other combines. Patents and tariffs offered protections to many. 
And the possession of almost exclusive control of raw materials has pro- 
tected, the Aluminum Corporation from the attacks of domestic com- 
petitors. Success has depended on too many other advantages for it to 
indicate efficiency. In fact, the use of other powers may, in some cases 
at least, suggest the possible presence of inefficiency. 

Conclusion 

Monopoly seems to offer no production gains to offset its essential 
fault. A certain amount of the labor and other productive resources of 
the country are kept out of the monopolized field and are forced into 
other employments. And they produce a smaller value product than 
they otherwise would. This loss does not seem to be offset by any mar- 
keting or production advantages of monopoly. 

Many related evils grow out of the faulty control of production. In 
a number of instances substantial control of the market has brought 
injury to the consumer in the form of high prices; and it always leaves 
the consumer with inadequate defenses against deterioration in the 
quality of goods. Labor may be forced to sell its services without the 
presence of the competitive bidding needed to protect wages and con- 
ditions of employment. The small enterpriser is robbed of an opportu- 
nity or is placed in a vulnerable position if he pits his little strength 
against the power of the monopolist. By pouring large incomes into 
a few hands monopoly generally decreases the economic satisfactions 
derived from the national income. The concentration of ownership 
present in the large corporation means that monopoly profits increase 
an already excessive inequality in the distribution of income. 

In addition to creating a continuing economic waste in the restriction 
of production, the single firm adds seriously to the instability of in- 
dustrial production. When economic conditions change in various phases 
of the business cycle the prices of monopolized goods remain much more 
stable than other prices. The rigidity not only increases the impact of 
depression and prosperity changes in the monopoly industries, but dis- 
torts the connection between monopolistic and competitive fields. 
Particularly in recession periods may such maladjustments create serious 
injury. An unnecessary amount of unemployment is created in the 
monopolized fields and an injurious rigidity of costs is* laid on any in- 
dustry using the monopolized products. 29 

29 The influence of price rigidity on the business cycle is analyzed in Part IV, 
Chap. 27. 



THE ECONOMICS OF MONOPOLY 


279 


A society finding varied benefits and satisfactions in a system of eco- 
nomic and political individualism must find monopoly objectionable 
from many points of view. Not the least of these is the threat that 
monopoly develops against political individualism. When control of 
economic affairs is concentrated in a few hands, democracy becomes a 
meaningless form. And even the form will not survive. The entrenched 
economic group will attempt to control the political organization of the 
country to protect its economic position, and injured interests will attempt 
to organize so as to improve their position. Political individualism will 
give way as the political unit becomes the group instead of the indi- 
vidual. Democracy will be succeeded by the forms and principles of 
Fascism. 


APPENDIX 

In the following table an abstract illustration suggests how the inter- 
action of supply and demand under competitive conditions would fix 
the size of the industry and how that size would be affected by the ap- 
pearance of monopoly. It is assumed that the first unit of product comes 
from the lowest-cost firm and each increase of one unit comes from the 
successive entry of added firms, while the superior firms do not increase 
their production . 30 The first two rows in the table show an imaginary 

TABLE 12 


1. The range of demand prices 

$50 

$22 

$14 

$10 

$7 

$5 

2. Amount taken at these prices . 

1 

2 

3 

4 

5 

6 

3. Additions to total revenue yielded by one 
added sale 

$50 

-$6 

-$2 

-$2 

-$5 

-$5 

4. The range of costs 

$3 

$4 

$5 

$6 

$7 

$10 

5. Amount supplied at these cost prices 

1 

2 

3 

4 

5 

6 

6. Additions to cost incurred to produce one 
added unit 

$3 

$4 

$5 

$6 

$7 

$10 


demand condition — the amounts buyers will take at various prices. The 
fourth and fifth rows show the supply condition. Competition would 
bring five firms into the field and the production would be five units. 
The selling price would be seven dollars, and the fifth or marginal firm 
would have an average cost of seven dollars, while the better producers 
would enjoy the profits of their superiority. 

If it were assumed that all five firms are brought into one combination, 

80 It would be reasonable to assume that superior firms would increase their 
production until their marginal cost reached the level of the average cost of the 
marginal producer, but the above assumption allows a simpler illustration and does 
no injury to the argument. 
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and if no new firms appeared, the size of the industry would be consider- 
ably altered. The monopolist would aim at the largest possible profits, 
and would set his sales at the output where his total revenue, less his 
cost of production, is greatest. The third line in the table shows how 
much one added sale increases the total revenue. The figures are de- 
rived from the previous two rows. For example, the sale of one unit 
brings in a revenue of fifty dollars apd the sale of two a revenue of two 
times twenty-two dollars. The total, forty-four dollars, is six less than 
the previous total, so the added revenue when two units are sold instead 
of one would be minus six dollars. The sixth row shows how much one 
added sale increases the cost. In order to make his profits as great as 
possible, the monopolist would stop his production just short of the point 
where another unit would add less to his revenue than it added to his 
costs. 

In the above illustration monopoly profits would be greatest when one 
unit is produced. 

The sale of a single unit yields a revenue of fifty dollars for a cost 
of three. A second unit would actually decrease the total revenue with- 
out bringing any comparable reduction in costs. The monopolist, if his 
control were perfect, would not produce beyond one unit. The price of 
the commodity would be set at fifty dollars ; the monopolist would make 
large profits and output would be seriously restricted. Probably only 
one of the five plants would be operated. 

If the best firm in the industry seized monopoly control by driving 
others out of business, its profits would be forty-seven dollars. All this 
would not be monopoly profit; under competitive conditions the firm 
would make intra-marginal profits of four dollars. If the monopoly 
resulted from a combination of the formerly competing plants, the cost 
of producing in the one surviving plant would have to bear the fixed 
expenses of the plants that were held idle. Or if several of the plants 
were kept in operation, costs would be higher, since inferior plants 
would be kept in use and all the plants would be operated at less than 
their optimum rate. In either case the monopoly profits would be re- 
duced. 

If we assume that the first five firms are brought under one control 
but the sixth firm comes in as a competitor, we will find the position of 
the monopoly materially changed. This sixth firm is able to produce 
one unit for a cost of ten dollars, and we may assume that it would 
push its production past the least cost point, so as to produce two units 
if the price were as high as fifty dollars. For prices between twenty- 
two dollars and ten it would produce one unit. Below ten dollars it 
would sooner or later be forced to drop out. In the following table, 
the first two rows show the demand condition used in the previous il- 
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lustration, while the third row shows the supply position of this com- 
petitor. 

For the figures in the fourth row the amounts that would be supplied 
by the independent are subtracted from the amounts demanded at various 
prices. These remainders constitute the amounts the buyers would take 
from the monopoly at the several prices, or in other words, the demand 
for the product of the monopolist. 

TABLE 13 

1. The range of demand prices $50 $22 $14 $10 $7 $5 

2. Amount taken at these prices 1 2 3 4 5 6 

3. Amount supplied by the competitor at these 

prices 2 1 1 1 0 0 

4. Amount buyers would take from monopolist 

at these prices ? 1 2 3 5 6 

Now, while the demand for the product as a whole is still inelastic, 
the demand for the goods of the monopoly has become elastic except at 
the lower range of price: that is, at a price of twenty-two dollars buyers 
would expend just twenty-two dollars on the monopoly goods, while at 
a price of fourteen dollars they would spend twenty-eight dollars, and 
so on. 

With this elastic demand the limited monopoly would realize the larg- 
est possible profits from a less severe restriction of output than was the 
case when no competition existed. More than one unit would be sold. 
At the price of fifty dollars buyers would take one unit and at least 
three would be put on the market. The monopoly could not be sure 
of even one sale at that price. To make maximum profits it would in- 
crease its output to the point where the added revenue from the sale 
of an additional unit would just equal the cost of that unit. To stop 
short of this point would be to sacrifice some of its profits in missing 
sales that would bring in more than they added to costs. To go beyond 
this point would similarly mean an injury to the total profits in selling 
a unit that added more to the cost than it brought in added revenue. 
In terms of the figures used in the previous tables this may be illustrated 
as follows: 


TABLE 14 


1 . 

The range of demand prices 

$22 

$14 

$10 

$7 

$5 

2. 

Amount buyers take from the monopoly at these 
prices 

1 

2 

3 

5 

6 

r» 

O. 

Addition to total revenue of the monopoly from 
an added sale ... 

$22 

$6 

$2 

$5 

-$5 

4. 

Addition to cost incurred to produce one added 
unit 

$3 

$4 

$5 

$6 

$7 
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When the monopoly produces two units, the second unit adds four 
dollars to the cost and six dollars to the revenue, so its production would 
be profitable. Any greater output, however, would reduce the monopoly 
profits. A third unit would add five dollars to the cost and only two 
dollars to the total revenue. Two units would be produced and sold for 
a total revenue of twenty-eight dollars. The total cost is seven, so 
profits would be twenty-one dollars. The combine would keep two plants 
in operation and the independent would operate one. 

The independent firm is an inferior one and supplies only a small part 
of the market, yet it sets valuable restraints on monopoly power. In 
the illustration, a competitive industry would have sold five units at a 
price of seven dollars and would have operated five plants. With no 
check on its control, a monopoly would set a price of fifty dollars and 
restrict production to one plant — 20 per cent of the competitive output. 
But, restricted by some competition, it would set a price of fourteen dol- 
lars and operate two plants. The independent would be operating one, 
so the industry would be brought up to 60 per cent of the ideal com- 
petitive size. It is obvious, however, that, even when some competitive 
supply is present, public policy needs to be concerned with the under- 
production fostered by monopoly. And that concern must be very great 
in case patents or other devices grant the monopolist an unqualified 
control. 81 

81 This conclusion attracts the attention to the considerable injury done by the 
tariff that excludes some foreign competition from fields under domestic monopoly 
control. It also suggests the value that may in special cases be found in govern- 
ment-sponsored competition. 
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Long in advance of the trust movement in the United States, a fairly 
definite public attitude toward monopoly was manifested in the doctrines 
of the law. For centuries it had been observed that unified control of 
the supply of a commodity was injurious both to fellow-traders and to 
the consuming public. The antipathy to monopoly was reflected in the 
doctrines of monopolizing and restraint of trade which originated in the 
English common law. This body of traditional law, developed through 
precedent and to be found in the reported judicial decisions, has had 
an important bearing upon the formulation and interpretation of anti- 
trust statutes in the United States. These statutes are of relatively 
recent date. The earliest ones were enacted by the states in the late 
1880’s, and Congress entered the field with the Sherman Act in 1890. 
Prior to these formal expressions of policy, the meagre protection af- 
forded the public against the concentration of economic power emanated 
alfnost entirely from the common law as interpreted and applied by 
American judges. Even today statutory provisions are being interpreted 
in the light of the doctrines of this judge-made law as they stood in 
the late nineteenth century. 

Since the Sherman Act of 1890 stands as the most important expres- 
sion of American public policy relating to industrial monopoly, it will 
be treated more comprehensively than other monopoly legislation in this 
discussion of public regulation. To provide a necessary historical back- 
ground, however, consideration will first be given to the experience under 
the common law and the attempts of the individual states to meet the 
problem. 


COMMON LAW BACKGROUND 

There are several developments in the English common law which im- 
pinge upon the problem of preserving free competition. 1 The most im- 


1 For detailed and authoritative accounts of the common law relating to monopoly, 
see J. A. McLaughlin, Cases on the Federal Anti-Trust Laws (New York, The Ad 
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portant of the doctrines which emerged was that termed “restraint of 
trade.” Since this phrase appears most prominently in the Sherman Act, 
it is deserving of particular attention. Its meaning in the common law 
has had a great influence upon the interpretation of the Federal anti- 
trust statute. Other common law rules or doctrines may be subsumed 
under the general heading of “monopoly” or “monopolizing.” Although 
some of the offenses may have been of passing significance in the chang- 
ing English economy, nevertheless they were indicative of the attitude 
of the traditional law toward interferences with competition, and have 
supplied working precepts for the modem attack upon monopolistic 
practices. 

Monopoly or Monopolizing 

It has often been pointed out that at common law there was never an 
offense known as “monopoly.” 2 Any attack upon the exclusive control 
of a product has always been undertaken by declaring unlawful the 
means used to accomplish the objective. What might be regarded as 
an apparent exception to this statement was the express annulment of 
private monopoly patents granted by the Crown in the famous Case of 
Monopolies in 1602. 8 The court decided that the exclusive grant of 
power to make playing cards in England was a void monopoly at com- 
mon law. This decision was confirmed by the anti-monopoly Act of 
1623 and subsequent statutes. But it should be noted that this revolt 
was directed at the abuses associated with the exercise of the royal pre- 
rogative. It did not outlaw the granting of monopolistic privileges by 
Parliament nor the exercise of restrictive powers by guilds and towns. 
Nevertheless, the evils of monopoly were recognized and the future course 
of public sentiment and judicial opinion was suggested. 

The earliest offenses at common law were forestalling, regrating, and 
engrossing. These practices, which were punishable as crimes, were of 
particular moment in the many small medieval communities that de- 
pended oil local sources of supply for food and other necessities of life. 
To control local supplies and thereby enhance prices was not over- 
difficult, and it was of prime importance that free competitive markets 

Press, Ltd., 1930), Introduction; Edward A. Adler, “Monopolizing at Common 
Law," Harvard Law Review, Vol. XXXI (1917), p. 246; Bruce Wyman, Control of 
the Market (New York, Moffat, Yard and Company, 1911), Chap. 6; M. W. Wat- 
kins, Industrial Combinations and Public Policy (Boston, Houghton Mifflin Com- 
pany, 1927), Chap. 11; National Industrial Conference Board, Mergers and the Law 
(New York, National Industrial Conference Board, Inc., 1929), Chap. 1. 

•Adler, op. cit., p. 268; Watkins, op. cit., p. 236. 

•Darcy v. Allen, 11 Coke 84 (1602). 



COMMON LAW BACKGROUND 


287 


be maintained. As codified in the statute of 1552, 4 the gist of each of- 
fense may be defined as follows: forestalling was the buying of goods 
on their way to market or in any way preventing their entrance to the 
market; regrating was the buying of foodstuffs in any market with the in- 
tent of re-selling them in the same market or within four miles of the 
place; and engrossing was the acquisition of large quantities of a product 
by buying or contracting for growing crops with the purpose of selling 
the product at enhanced prices. The common feature of these offenses, 
it will be observed, was monopolizing or the deliberate manipulation of 
prices by interfering with the supply. of goods. 

As a national economy evolved, with less dependence upon local 
sources of supply, and as middlemen came to be recognized as legitimate 
economic functionaries, these offenses became obsolete. By 1772, the 
influence of the laissez-faire policy, then gaining general acceptance, 
brought about repeal of the law of 1552. Despite the formal repeal of 
the statute, however, the common law origin of the offenses enabled judges 
who were so inclined to punish individuals who enhanced prices by en- 
grossing or “cornering the market.” 4 5 6 It was not until the Act of 1844,° 
which prohibited prosecutions at common law, that complete freedom of 
action was accorded all traders. Since 1844, strangely enough, there 
seems to have been nothing illegal in an individual attempting to absorb 
the market supply of a commodity for the purpose of charging extor- 
tionate prices . 7 

Joint action on the part of traders with the intent to control the market 
was also regarded as a public offense at common law. Such confed- 
eracies were indictable under the doctrine of conspiracy. Originally 
applied to laborers who combined for the purpose of raising wages or 
bettering hours of work , 8 it was only logical that this doctrine should be 
extended to so-called “conspiracies to monopolize .” 9 Whether it was 
due to the rarity of such concerted efforts on the part of business men, 
or simply to the failure to detect and prosecute them, it is certain that 
the number of such cases in the courts was not great. And during the 
course of the nineteenth century, the conspiracy doctrine seems to have 
met the same fate as the offenses of forestalling and engrossing. It is 

4 5 and 6 Edw. VI, c. 14. 

5 King v. Waddington, 1 East 143 (1800); King v. Rusby, 2 Peake 189 (1800). 

6 7 and 8 Victoria, c. 24. 

7 Watkins, op. cit., p. 241. 

8 N. I. C. B., Mergers and the Law, pp. 11 ff. 

8 Anonymous, 12 Mod. 248 (1699), plate-button makers agreeing not to sell below 
a set price; King v. Norris, 3 Kenyon 300 (1758), all producers in Droitwich fixing 
the price of salt; King v. De Berenger, 3 M. & S. 67 (1814), conspiracy to enhance 
price of government bonds by false rumors of Napoleon’s death. 
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not now illegal in England to combine for the purpose of dividing busi- 
ness, restricting output, or fixing prices. 10 

The authorities do not agree as to whether or not the English doctrine 
of monopolizing ever became a part of the American common law. For 
a time the colony of Virginia did proclaim and enforce the English 
statutes against forestalling and engrossing, and there were numerous 
colonial statutes which either forbade these or similar practices, or fixed 
prices to prevent their evil effects. 11 But it is doubtful whether Amer- 
ican courts have ever recognized them as criminal offenses. 12 It is also 
true that industrial combinations were never prosecuted as criminal “con- 
spiracies to monopolize.” 13 The phrase was often used to condemn 
combinations that were attacked on some other ground, but it did not 
constitute a recognized criminal offense. It was not until anti-monopoly 
statutes were enacted by the state and Federal governments in the latter 
part of the nineteenth century that these old common law doctrines were 
revived and definitely incorporated into American law 

Restraint of Trade 

Contracts in “restraint of trade,” or what might otherwise be termed 
contracts not to compete, had a definite technical meaning as originally 
used in the common law. The concept embraced contracts in which an 
individual agrees not to engage in a given business or occupation. Such 
restrictive covenants are usually ancillary to the main contract of sale 
of a business or of employment. The purpose is to protect the good 
will purchased with the physical property of a business or to protect 
an employer from the competition of employees or apprentices at the 
expiration of their terms of service or training. Such covenants were 
originally held to be void and unenforceable at common law. In the 
earliest English case, decided in 1415, a dyer agreed for a consideration to 
refrain from practising his trade in a town for six months. The judge 
denounced the arrangement with some vehemence, saying: “By God, if 
the plaintiff were here, he should go to prison until he paid a fine to the 
King.” 14 The reason for the unqualified condemnation of such con- 
tracts was not the preservation of competition, but the fear that indi- 
viduals would be deprived of their means of livelihood and become public 

10 See N. I. C. B., Mergers and the Law , p. 15, and authorities there cited. 

11 Franklin D. Jones, “Law of Business Competition,” Yale Law Journal, Vol. 
XXXVI (1926), pp. 42-55. 

12 Watkins, op. cit., pp. 241-242. But see Adler, op. cit., for the view that the 
courts of certain states did recognize engrossing and forestalling as offenses and 
that Section 2 of the Sherman Act includes them. 

18 McLaughlin, op. cit., p. 21. 

14 Dyer’s Case, Y. B. 2 Hen. V. fol. 5, pi. 26 (1415). 
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charges — a matter of real concern in a rigidly organized feudal society. 
Incidentally, of course, such restrictive arrangements deprived the econ- 
omy of the services of a useful person and did restrict competition to 
some extent. 

The emergence of a more flexible economic society and the trend 
toward greater freedom of contract led to a relaxation of the rule that 
all restrictive covenants were against public policy and void. Excep- 
tions to the general rule were made as early as 1613, ir> and by the time 
the leading case of Mitchel v. Reynolds 16 was decided in 1711, covenants 
were upheld for which adequate consideration had been given and which 
were limited in time and space. General restraints, such as might cover 
the whole of a country, were invalid in all circumstances. But gradually 
the courts discarded the test of adequacy of the consideration and re- 
moved any time limitation on the operation of covenants. 17 The valid- 
ity of partial restraints of trade was judged in terms of their reasonable- 
ness. 18 A restraint was reasonable and lawful if it was adapted to the 
main purpose of the contract, that is, the sale of good will, and if it did 
not go beyond that which was necessary to protect the legitimate in- 
terests of the party in whose favor it was imposed. A restraint which 
exceeded the necessities of the particular case would be oppressive to 
the party bound by it and an undue interference with competition, and 
therefore unreasonable and void. 19 Important in the determination of 
reasonableness were such factors as the purpose of the restraint, the 
nature and extent of the business, and the effect upon the public. 20 
But the final development in the law was the validation of general 
restraints. It was recognized that in the case of businesses operating in 

15 Rogers v. Parrey, 2 Bulst. 136 (1613) ; Jollyfe v. Broad, Cro. Jac. 596 (1620). 

18 1 P. Wms. 181 (1711). 

17 Hitchcock v. Coker, 6 Ad. & El. 438 (1837). 

18 In holding a covenant void in Horner v. Graves, 7 Bing. 735 (1831), Chief 
Justice Tin dal said: "We do not see how a better test can be applied to the ques- 
tion whether this is or not a reasonable restraint of trade than by considering 
whether the restraint is such only as to afford a fair protection to the interests of 
the party in favour of whom it is given, and not so large as to interfere with the 
interests of the public. Whatever restraint is larger than the necessary protection 
of the party requires can be of no benefit to either. It can only be oppressive. It 
is, in the eye of the law, unreasonable. Whatever is injurious to the interests of 
the public is void on the ground of public policy.” 

19 Judge William H. Taft summarized the common law of trade restraints as 
interpreted in the United States in his very scholarly opinion in U. S. v . Addyston 
Pipe & Steel Co., 85 Fed. 271 (1898). 

20 The modem rule as stated by an American court was put as follows in Hub- 
bard v . Miller, 27 Mich. 15 (1873): "If, considered with reference to the situation, 
business and objects of the parties, and in the light of all the surrounding circum- 
stances, . . . the restraint contracted for appears to have been for a just and honest 
purpose, for the protection of the legitimate interests of the party in whose favor it 
is imposed, reasonable as between them, and not specially injurious to the public, 
the restraint will be held valid.” 
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a large market the reasonable needs of the buyer of an enterprise might 
require a covenant unrestricted as to space. For example, in 1894 an 
English court upheld a covenant involving the sale to a competitor of 
a business having a world market. It applied to the whole world for a 
period of twenty-five years. 21 American courts have upheld restraints 
which covered virtually the whole country. 22 The sole test of the 
validity of any restrictive covenant, whether partial or general, seems 
now to be one of reasonableness. 

Since the now famous “rule of reason” originated in connection with 
these technical restraints and developed in response to changed economic 
conditions and doctrines, these restraints have deserved some attention. 
But it is manifest that the monopoly problem in the United States is 
much broader than that suggested by restrictions upon the economic 
activities of parties who sell their enterprises. Companies such as the 
American Tobacco Company have strengthened their market control 
by the purchase of several competing firms accompanied by contracts 
not to compete. 23 The chief instruments, however, have been contracts, 
understandings, and combinations entered into by competitors for the 
prime purpose of controlling or suppressing competition. When these 
arrangements were brought to the attention of the courts in the latter 
half of the nineteenth century, it is interesting to note, the technical 
term “restraint of trade” was applied to them. They were essentially 
agreements not to compete, albeit involving obligations on the part not 
of one but of several parties, so the use of the old phrase to describe 
them is understandable. It is in this new or derived sense that “restraint 
of trade” is significant in American anti-trust policy. 

Agreements between competitors to fix prices, restrict output, divide 
territory, or pool earnings were regarded by the great majority of Amer- 
ican courts as being against public policy. They were held to be con- 
trary to the public policy of free competition. These contracts were not 
illegal in the sense that it was a criminal offense to participate in such 
arrangements. The courts simply held them to be void and therefore 
unenforceable. In this respect their legal status was the same as the 
original technical “restraints of trade.” 

Two illustrative cases will indicate the attitude of the courts. One of 
the first cases in the records is India Bagging Association v . Kock, 24 
decided in 1859. Eight firms holding a large amount of cotton bagging 

21 Nordenfeldt v. Maxim Nordenfeldt Co., A. C. 535 (1894). 

22 Diamond Match Co. u. Roeber, 106 N. Y. 473 (1887) ; Trenton Potteries Co. v. 
Oliphant, 58 N. J. Eq. 507 (1899). 

22 See American Tobacco Co. v. U. S., 221 U. S. 106 (1911); and Diamond Match 
Co, in Richardson v . Buhl, 77 Mich. 632 (1889). 

24 14 La. Ann. 168 (1859). 
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in New Orleans agreed for three months not to sMl any bagging without 
the consent of the majority. The association sought to recover the 
stipulated money penalty from a member who violated the agreement. 
The suit was dismissed. The court declared that the contract was 
“palpably and unequivocally a combination in restraint of trade, and 
to enhance the price in the market of an article of primary necessity to 
cotton planters. Such combinations are contrary to public order, and 
cannot be enforced in a court of justice.” The second case, Salt Co. v. 
Guthrie (1880), 25 involved an agreement between practically all the salt 
producers of a large territory in Ohio to sell their product at prices fixed 
by a committee. In an action against a recalcitrant member, the con- 
tract was held in restraint of trade and void. The court said: “The 
clear tendency of such an agreement is to establish a monopoly, and to 
destroy competition in trade, and for that reason, on the ground of 
public policy, courts will not aid in its enforcement. It is no answer to 
say that competition in the salt trade was not in fact destroyed, or that 
the price of the commodity was not unreasonably advanced. Courts 
will not stop to inquire as to the degree of injury inflicted upon the public. 
It is enough to know that the inevitable tendency of such contracts is 
injurious to the public.” 1 

In adjudging the validity of agreements whose sole purpose was to 
restrain competition, most courts in the United States were not disposed 
to apply the so-called “rule of reason.” 26 This attitude was assumed 
because of the absence of any main contract, as in the case of restric- 
tive covenants, whereby the reasonableness of the restraint might be 
tested. Since the only purpose and effect of such direct agreements were 
to reduce competition, there could be no circumstance to “justify or ex- 
cuse” the restraint. These courts insisted that public policy was to 
foster competition. They would not give judicial support to direct in- 
terferences even when the amount of injury to the public was small. 

Some courts, however, were inclined to be more compromising. They 
did inquire into the reasonableness of restraining agreements. If it 
were shown that the combination did not include all the producers sup- 
plying a product or did not seek to restrict entry into the field, the 
court would uphold the arrangement. 27 In Skrainka v. Scharringhau- 

25 35 Ohio St. 666 (1880). 

20 Watkins, op. cit., pp. 228-232. Some of the leading cases in addition to the 
India Bagging and Ohio Salt cases above cited are: People v. Sheldon, 139 N. Y. 
251 (1893), involving a combination of all coal dealers in Lockport, N. Y.; Morris 
Run Coal Co. v. Barclay, 68 Pa. St. 173 (1871), an association of five coal com- 
panies controlling the bituminous coal trade in Northern Pennsylvania; Craft v. 
McConough, 79 111. 346 (1875), grain dealers agreed secretly to fix prices and divide 
profits; Vulcan Powder Co. v. Hercules Powder Co., 96 Cal. 510 (1892), four powder 
companies agreed to sell at fixed prices and divide sales. 

'• 21 N. I. C. B., Mergers and the Law , pp. 18-19. 
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sen, 28 for example, a Missouri court had before it an agreement among 
twenty-four operators of stone quarries in St. Louis. They agreed for 
a period of six months to operate through an exclusive agent who ap- 
portioned output and sold at fixed prices. The court upheld the agree- 
ment because it did not embrace all quarrymen in the area and was 
limited as to time and place. It said: “There is no evidence that it 
works any public mischief, and the contract is not of such a nature that 
it is apparent from its terms that it tends to deprive men of employ- 
ment, unduly raise prices, cause a monopoly, or put an end to competi- 
tion.” This case and a few others decided by American courts suggest 
that unless an actual monopoly was created an agreement would be 
enforced. 29 

A similar view seems to have prevailed in the English courts. Unless 
the provisions of contracts to control prices and output or to divide 
markets are found to be unduly oppressive to outsiders or the public, 
they are upheld as reasonable restraints of trade. 30 The English courts 
appear to be particularly generous in giving their support to price-fixing 
arrangements and their enforcement. 31 A definite trend toward artificial 
controls by industry groups seems to have taken place since about 1930, 
with ultimate effects which may be injurious to the whole English econ- 
omy. 82 


2»8 Mo. App. 522 (1880). 

20 Leslie v. Lorillard, 110 N. Y. 519 (1888); Herrimen v. Menzies, 115 Cal. 16 
(1896); Dolph v. Troy Laundry Machinery Co., 28 Fed. 553 (1886). 

30 N. I. C. B., p. 16. Some of the leading cases are Wickens v. Evans, 3 Younge 
& J. 318 (1829); Collins v. Locke, 4 A. C. 674 (1879); Cady v. Daly, I. R. Ch. 
306 (1910). 

81 Professor Ben W. Lewis, in his authoritative and interesting pamphlet entitled 
Price and Production Control in British Industry (Chicago, University of Chicago 
Press, 1937), states (p. 3): “Britain’s attitude toward ‘restraint of trade’ has for 
decades been conspicuously different from our own. The British people are com- 
pletely, unaware of a ‘trust’ problem. England has no antitrust law, and agree- 
ments between producers to control prices and output and to divide markets are 
believed enforceable in the English courts under the ordinary laws of contract.” 
He cites a recent English case (Thorne v. Motor Trade Association, House of 
Lords, 1937), in which a trade association was sustained in its attempt to collect 
a money penalty from a trader (whether or not a member) as the price of not 
placing him on the “stop list” for disregarding association-fixed prices. 

82 Professor Lewis says (Ibid., pp. 29-32) : “. . . While there may be differences 
of informed opinion as to the exact extent and effectiveness of price and output 
control in England, it cannot reasonably be denied that control is widely present 
to such a degree as substantially to alter the whole character of the ‘market’ and 
to make prices emanating therefrom quite unreliable as indices of underlying eco- 
nomic conditions. . . . One cannot avoid the feeling that in strengthening the 
lines of contrd, planlessly, within each industry, the British are trading long-run 
development for immediate prosperity in particular industries; that industrial 
progress is being sacrificed to the protection of existing interests; and that domestic 
markets are being saved for British producers at the expense of the great export 
industries which, bewildered, are themselves turning to control devices which can 
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But while the English and some American common law courts did per- 
mit some relaxation in the general rule against the validity of agreements 
to restrain trade, the most authoritative view of the American judiciary 
seemed to be that restrictions on competition were bad in all circum- 
stances. Judge William H. Taft, later Chief Justice of the Supreme 
Court, reviewed the Qommon law in his famous opinion in the Addyston 
Pipe case . 83 He concluded: “Upon this review of the law and the au- 
thorities, we can have no doubt that the association of the defendants, 
however reasonable the prices they fixed, however great the competition 
they had to encounter, and however great the necessity for curbing them- 
selves by joint agreement from committing financial suicide by ill-ad- 
vised competition, was void at common law, because in restraint of trade, 
and tending to a monopoly.” 34 Without unduly anticipating the discus- 
sion which is to follow, it may be suggested here that the view that 
concerted action on the part of competitors to control the market is in- 
variably an unreasonable restraint of trade has prevailed in the inter- 
pretation and application of the Sherman Law. 

Thus far consideration has been given to the judicial attitude toward 
loose combinations designed to suppress competition. Such combina- 
tions embraced a number of individual firms which, except for the price 
or other subject-matter of contract, were independently controlled and 
operated. Since the courts declined to enforce agreements not to com- 
pete, such arrangements were not altogether satisfactory instruments for 
maintaining market control. Forms of union were required which would 
yield more secure legal and economic control of the operations and poli- 
cies of the constituent producing units. As revealed in the case histories 
already studied, loose pooling or price-fixing arrangements were sup- 
planted by close forms of combination in some industries. The forms 
commonly employed were the technical trust and the corporation. 

In some measure at least, the law kept pace with these developments. 
Public opposition to the trust device was particularly strong because of 
the secrecy with which the trust could be organized and operated, the 
great power exercised by a small group of men, and the obvious intent 
to monopolize. Responding to public sentiment, the authorities of sev- 
eral states moved against the more notorious of the trusts. Louisiana 
attacked the cotton oil trust, New York the sugar trust, Ohio the Stand- 
ard Oil trust, and Nebraska the whiskey trust . 35 The underlying rea- 


scarcely be effective in an international economy. It is difficult to avoid the con- 
clusion that Britain is seeking to control competition by eliminating its essential 
elements.” 

88 U. S. v . Addyston Pipe & Steel Co., 85 Fed. 271 (1898). 

. “Ibid., p. 291. 

88 People v. North River Sugar Refining Co., 121 N. Y. 582 (1890) l State v. Stand- 
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son for these actions was the monopolistic character of the combinations. 
But the most feasible method was to seek the revocation of the charters 
of the corporations that had entered the trust arrangement. The chief 
ground upon which the courts upheld the state authorities was that the 
constituent corporations had exceeded their charter powers in convey- 
ing control of their enterprises to a board of trustees. But it was also 
emphasized that the restraints of trade effected by these combinations 
were against public policy and therefore unlawful. This appears to have 
been the ground upon which the Ohio court ordered the Standard Oil 
Company of Ohio to forfeit its charter. In holding that the Standard 
Oil trust was organized for an unlawful purpose, the Court said: “Its 
object was to establish a virtual monopoly of the business of producing 
petroleum, and of manufacturing, refining and dealing in it and all its 
products, throughout the entire country, and by which it might not 
merely control the production, but the price at its pleasure. All such 
associations are contrary to the policy of our state and void .” 36 

Corporate combinations were also attacked without the aid of legis- 
lative enactment. The holding company was not available as a means 
of combining competitive enterprises. American courts adhered to the 
common law view that corporations could not legally acquire and hold 
the shares of other companies for purposes of control . 37 Corporations 
that acquired the actual assets of competing* concerns were not debarred 
from so doing by any general principle of corporation law. On several 
occasions, however, the courts interfered when the plain purpose was 
to obtain a monopoly. In a private action over a contract relating to 
the purchase of one of the numerous companies acquired by the Dia- 
mond Match Company, a Michigan court raised the question of public 
policy on its own motion . 38 It found that the company was seeking to 
establish a monopoly in friction matches, and held the contract void 
because it was in furtherance of the unlawful purpose of the combination. 
A more striking case was that in which the state of Illinois succeeded in 
revoking the charter of the Distilling and Cattle Feeding Company . 89 
This Illinois corporation was a successor of the whiskey trust and owned 
nearly all the distilleries in the United States. The court found that 
the original trust had intended to and actually did achieve a monopoly 
of the industry and was undoubtedly in unlawful restraint of trade. The 


ard Oil Co., 49 Ohio St. 137 (1892); State v. Nebraska Distilling Co., 29 Neb. 700 
(1890). 

86 State v . Standard Oil Co., 49 Ohio St. 137 (1892). 

87 De La Vetgne Refrigerating Machine Co. v. German Savings Institution, 175 
U. S. 40 (1899). New Jersey legalized the holding company for the first time by 
statutory enactment in 1888. 

88 Richardson v . Buhl, 77 Mich. 632 (1889). 

88 Distilling Co. v. People, 156 111. 448 (1895). 
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mere fact that it had changed its form did not render it a lawful com- 
bination. Its corporate charter gave it authority to acquire property 
but not to suppress competition in contravention of established public 
policy. 

Appraisal of Common Law 

The doctrines of the common law obviously favored the preservation 
of competition. They reflected the public policy to which the great ma- 
jority of American people subscribed. In England, however, there ap- 
pears to have been a gradual relaxation of the common law rules. A 
considerable measure of protection against monopolizing was probably 
afforded by England’s nineteenth-centufy policy of free trade and the 
foreign competition which it encouraged. But in American courts a 
stronger position seems to have been maintained. The criminal offenses 
of engrossing and forestalling, and conspiracy to monopolize, were never 
prosecuted by public authorities and did not find a place in the body of 
traditional American law. During the early days of the combination 
movement, however, the ancient doctrine of restraint of trade was given 
a new meaning and applied to contracts and combinations entered into 
by rival firms for the sole purpose of restricting competition. The more 
authoritative view was that such agreements could not be justified and 
upheld on the ground of reasonableness. A similar view seems to have 
obtained with respect to trusts and corporate combinations that were 
attacked under the convenient doctrine of limited charter powers. 

While the substance of the law conformed to sound public policy, its 
attack upon monopoly was definitely weak. The weakness lay in the 
want of an aggressive public prosecution and adequate penalties. Apart 
from the few public prosecutions of the trust device, the cases which 
came to the attention of the courts were civil suits by private parties. 
Such actions were brought against firms that violated their agreements 
not to compete. When an alleged breach of contract was brought be- 
fore it, the court could inquire into the lawfulness of the contract. But 
the court could go no further than to declare the contract void and 
unenforceable if it restrained trade. It had no authority to inflict pun- 
ishment on the contracting parties. This legal status was undoubtedly 
a factor of some importance in protecting the public, since parties to 
such contracts were always tempted to seek greater profits by shading 
prices or enlarging output. The fact that price and pooling agreements 
have persisted to the present time, however, suggests- that their unen- 
forceability in the courts has not been a decisive factor in compelling 
their abandonment. 
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STATE ACTION 

The combination movement which appeared after the Civil War ex- 
posed the inadequacies of the common law. Great agitation for correc- 
tive legislation arose. Popylar opposition to monopolistic combinations 
became particularly violent during the eighties. It was directed at both 
the railroads and the industrial combinations. Some success had been 
attained against the railroads by the enactment of the Granger legisla- 
tion in the early seventies, but it was not until Congress passed the 
Interstate Commerce Act in 1887 that the campaign against railroad 
abuses really began to bear fruit. Shortly thereafter numerous laws 
were placed on the statute books which prohibited trusts, pools, and 
similar devices designed to restrict competition in the fields of manufac- 
turing and trade. The first anti-trust legislation was enacted by the 
states, notably Kansas, Michigan, Maine, Missouri and Texas. At least 
thirteen states had acted when Congress passed the Sherman Anti-trust 
Act on July 2, 1890. 40 But long before the states passed statutes, some 
of them had condemned monopoly in their constitutions. The Mary- 
land Constitution contains the declaration, originally framed in 1776, 
that monopolies are “odious, contrary to the spirit of a free government 
and the principles of commerce, and ought not to be suffered.” 41 Four- 
teen states or territories had such constitutional provisions by 1890 42 
It is probable that the early constitutional provisions were designed to 
prevent legislatures from creating state monopolies or conferring monop- 
olistic privileges upon private groups, but their generality made it an 
easy matter to interpret them to embrace the modern phenomenon of 
private industrial monopoly. 

The wave of state anti-trust legislation continued after 1890 in re- 
sponse to the strong feeling against the wide-spread combination move- 
ment. About two-thirds of the states had taken some action by 1900. 48 
By 1941, all but eight states had prohibited monopolies and restraints 
of trade either in their constitutions or statutes, or both. The eight 
states which have no constitutional provision and no general anti-trust 
statute are Colorado, Delaware, Nevada, New Jersey, Oregon, Pennsyl- 
vania, Rhode Island and West Virginia. These states have, a miscel- 
lany of statutory provisions relating to conspiracy, discrimination, and 


40 Seager and Gulick, op. dt., pp. 341-343. 

41 Constitution of 1867, Art. 41. 

42 Seager and Gulick, op. cit., pp. 341-342. Six of the fourteen states having con- 
stitutional provisions also had statutes. 

48 /Me?., p. 343. 
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certain special matters, but the common law must be relied upon for 
any general attack on monopoly . 44 

Constitutional and Statutory Provisions 

The state constitutions and statutes present a great variety of form 
and expression. Constitutional provisions are sweeping and general. 
“Perpetuities and monopolies are contrary to the genius of a free gov- 
ernment and shall never be allowed, 1 ” is the phrasing adopted substan- 
tially by several states . 45 Somewhat more explicit is the provision in 
the New Hampshire Constitution which declares: “Free and fair com- 
petition in the trades and industries is an inherent and essential right of 
the people and should be protected against all monopolies and conspira- 
cies which tend to hinder or destroy it.” The legislature is granted the 
authority to enact laws “to prevent the operations within the state of 
all persons and associations, and all trusts and corporations, foreign or 
domestic, and the officers thereof, who endeavor to raise the price of any 
article of commerce or to destroy free and fair competition in the trades 
and industries through combination, conspiracy, monopoly, or any other 
unfair means. . . 46 

These general declarations are indicative of the policy of the states. 
To be effective, however, it is clear that they must be supported by legis- 
lative action. Supplementary legislation must define the legal offenses, 
provide machinery for enforcing the law, and set adequate penalties for 
violations. 

Although the details of the various state laws vary greatly, the cen- 
tral idea of all of them is to prevent agreements or combinations which 
preclude the competitive determination of output and prices. The con- 
tracts and combinations which were unenforceable at common law be- 
cause they restrained trade are made positively illegal. The more com- 
prehensive of the laws prohibit combinations of capital, skill, or acts 
by two or more persons or firms for the purpose of creating restrictions 

44 A very valuable compilation of the constitutional provisions, statutes, and ap- 
plicable court decisions of the forty-eight states in the anti-trust field has recently 
been published by the Marketing Laws Survey of the Works Progress Administra- 
tion. It is entitled State Antitrust Laws (Washington, D. C., U. S. Government 
Printing Office, 1940). 

It may be noted here that the anti-trust law of Colorado was held to be uncon- 
stitutional by the Supreme Court in Cline v. Frink Dairy Co., 274 U. S. 445 (1927) ; 
and that New Jersey enacted anti-trust laws in 1913, the so-called Seven Sister Acts, 
which had been repealed by 1920. 

45 The Constitutions of Arkansas, Oklahoma, Tennessee, North Carolina, Texas 
and Wyoming. 

46 Constitution (of 1784 as amended in 1903), Part II, Article 83. 
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in trade, preventing or lessening competition in the manufacture or sale 
of commodities, regulating or limiting the production of any commodity, 
or fixing the selling price of commodities. 47 Trusts, pools, and monop- 
olies, usually defined in the foregoing terms, are often expressly for- 
bidden. 48 Certain competitive practices which are conducive to monop- 
oly control, such as exclusive dealing arrangements and local price dis- 
crimination, are also prohibited in some of the state laws. 49 

Administration of the laws is commonly entrusted to the Attorney- 
General of the state, although in many states county or district attorneys 
are also charged with the duty. Enforcement may likewise be obtained 
through legal action by private parties. Persons who are injured by 
violations of the law are usually authorized to bring suit for double or 
treble damages. They may also bring injunction suits to prevent viola- 
tions. 

There is little uniformity in the penalties for violations. In most of 
the states violations of the law are criminal offenses punishable by fines 
and imprisonment. Persons who violate the law individually or as 
officers of corporations or combinations are subject to fines ranging from 
a few dollars to several thousand dollars and to maximum prison terms 
ranging from 6 months to 10 years. Corporations can only be fined, of 
course, but the fines can be quite large if, as in Texas, the maximum of 
$1500 is imposed for each day’s violation. Another common remedy is 
the forfeiture of the charters of domestic corporations and the revocation 
of the rights of foreign corporations to do business in the state. Many 
of the states expressly provide that all contracts or agreements which 
violate the anti-trust laws are void and unenforceable. Finally, dam- 
ages may be assessed or injunctions issued in the private suits by injured 
parties. 

Effectiveness of State Regulation 

It goes without saying that the mere enactment of state laws, how- 
ever competent their draftmanship and however salutary their purpose, 
will not remove the evil at which they are directed. Their effectiveness 


47 Anti-trust statutes of California, North Dakota and Texas. See Joseph E. 
Davies, Trust Laws and Unfair Competition (Washington, D. C.: U. S. Government 
Printing Office, 1916), Chap. 4, for an analysis of the important provisions of state 
anti-trust laws. 

48 Agricultural cooperatives and labor unions are commonly exempted from the 
anti-trust acts, but the laws are generally interpreted not to condone unduly op- 
pressive action on the part of labor unions. See State Antitrust Laws , pp. LI-LII. 

49 Davies, op, tit., pp. 184-195. The recent wave of state anti-discrimination 
laws, directed largely at the chain store, will be considered in a later section. 
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depends upon the vigor with which they are enforced and the scope which 
they possess. 

Since some of the states never did enact anti-trust laws, it is apparent 
that there could be no concerted attack upon monopoly. But more im- 
portant is the fact that the great majority of the states having adequate 
laws made no serious effort to enforce them. The greatest inactivity 
seems to have prevailed in the Eastern and the Western states. Due 
perhaps to their large agrarian population, the states in the central 
part of the country, both North and South, were more aggressive. The 
most active was Texas, with perhaps Missouri and Illinois taking second 
and third honors. 60 

A number of factors probably account for the inactivity of so many 
states. Sheer inertia on the part of prosecuting agencies because of 
inadequate resources, lack of independence, and preoccupation with the 
multitude of other legal matters was probably an important factor. The 
task of gathering and presenting evidence of monopoly to a court in the 
case of powerful concerns operating on a regional or national basis is 
truly a formidable one, and can be undertaken only by an experienced 
and well-financed legal staff. Furthermore, the limited jurisdiction of 
the states made prosecution of large concerns seem useless. The prosecu- 
tion of large industrial combinations was bound to raise the question of 
interstate commerce, over which the states have no authority. More- 
over, there was a definite feeling on the part of some states that it just 
didn't pay to gain the ill will of business by subjecting it to close inspec- 
tion and vexatious litigation. The better policy was to encourage busi- 
ness enterprise so as to build up the industry of the state. Some states, 
particularly New Jersey, had found the chartering of corporations a 
lucrative source of revenue, and they were disposed not to destroy it by 
stringent incorporation and trust laws. New Jersey repealed her laws 
of 1913 after a short and fruitless experience, and Delaware has never 
tempted the fates by enacting a general anti-monopoly law. Other 
states were impressed with the futility of trying alone to do anything 
about the trust problem, and adopted the apathetic attitude of their 
sister states. 

Even those that made a real attempt to enforce their laws met with 
indifferent success. Texas had a protracted skirmish with the Standard 
Oil trust. The Waters-Pierce Oil Company, a Missouri corporation, was 
found to be a member of the oil combination and its permit to do busi- 
ness in the state was revoked in 1898. 61 The cancellation of the privi- 


50 State Antitrust Laws, p. LVI. 

Waters-Pierce Oil Co. v. Texas, 44 S. W. 936 (1898); 177 U. S. 28 (1900). For 
a fairly detailed account of the anti-trust activity of Texas and Missouri, see Seager 
and Gulick, op. cit., pp. 34S-366. 
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lege necessarily applied only to domestic commerce, but the company 
was dissolved. It was merely a formal dissolution, however, for a new 
Waters-Pierce Company was created and accorded the right to do busi- 
ness in Texas in 1900. The new subsidiary of the Standard pursued the 
same policies of monopolization, operation of bogus independents, and 
exclusion of competitors by unfair means. A second suit was brought by 
the state, which resulted in the assessment of a fine and the revocation 
of the permit to do business. 62 Upon appeal to the Supreme Court of 
the United States, the decision was upheld and the fine of over $1,600,000 
found not to be excessive for a company owning over $40,000,000 of 
assets and paying huge dividends. The fine was paid, but it appears 
that the company was permitted to continue to operate in Texas. The 
oil trust was not dealt a serious blow. 

The results of Missouri’s efforts were similar. The oil trust also 
figured in its outstanding case. Three subsidiaries of the Standard Oil 
Company of New Jersey, the Standard of Indiana, Waters-Pierce Oil 
Company, and Republic Oil Company, controlled more than 85 per cent 
of the oil business in Missouri. Standard of Indiana and Waters-Pierce 
divided the state and operated only in their allotted territories, while 
Republic posed as an independent and sold oil products throughout the 
state. Practices typical of the oil trust were used to eliminate competi- 
tors and to obtain monopoly gains. These companies were held to have 
violated the state laws and a judgment was entered fining each of them 
$50,000 and ousting them from the state. 63 But the only company that 
was absolutely ousted was the Republic Oil Company, the bogus inde- 
pendent. The ouster of the Waters-Pierce Company, a domestic corpo- 
ration, was suspended upon proof of compliance with the court’s order, 
and the Standard of Indiana succeeded in having its ouster suspended on 
a promise to mend its ways. 64 Other proceedings against such defend- 
ants as the International Harvester Company, 55 members of the Yellow 
Pine Manufacturers’ Association, 66 and the meat packers, 67 had about 
the same result. Fines ranging from $1000 to $50,000 were levied against 
each of the defendants, and suspended ousters were decreed. The courts 
appeared to be very reluctant actually to force offending firms from the 
state for fear that it would work economic injury upon its citizens. The 
threat of ouster was always present and served possibly as a deterrent 


Waters-Pierce Oil Co. v. State, 106 S.W. 918 (1907); 212 U. S. 86 (1909). 

58 State v. Standard Oil Co. et al, 116 S.W. 902 (1909); 224 U. S. 270 (1912). 
m 158 S.W. 601 (1913). 

55 State t>. International Harvester Co. of America, 141 S.W. 672 (1911); 234 
U. S. 199 (1944). 

56 State v. Arkansas Lumber Co. et al, 169 S.W. 145 (1914). 

57 State v . Armour Packing Co. et al, 73 S.W. 645 (1903). 
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to continued unlawful activity, but the only penalties really inflicted 
were modest fines. 

State experience indicates clearly that more was needed than the in- 
dependent and usually hesitant action of forty-eight separate jurisdic- 
tions to meet the problem of monopoly. State legislation, adequate in 
its substance and properly enforced, can serve a real purpose in eliminat- 
ing agreements and combinations that restrain local trade. But state 
action can be of little aid in coping with a trust problem which is inter- 
state or national in character. Concentration of economic power in the 
hands of combinations that reach far beyond the confines of any single 
state or group of states must be dealt with by the national government. 
This was recognized, fortunately, even when state action was in its 
infancy. Almost simultaneously with the enactment of the first state 
laws, Congress passed the Sherman Anti-trust Act of 1890. 



16 

The Sherman Act and Its Interpretation 




The same economic and social forces which impelled the states to act 
against industrial monopoly induced the Federal Government to enter 
the field of trust .regulation. The strong public sentiment against mo- 
nopolies was acknowledged in the platforms of all of the political parties 
in the presidential campaign of 1888. Republicans declared their op- 
position “to all combinations of capital, organized in trusts or otherwise, 
to control arbitrarily the condition of trade among our citizens,” and 
recommended Congressional legislation. 1 The Democratic platform 
proclaimed: “Judged by Democratic principles, the interests of the people 
are ’betrayed when, by unnecessary taxation, trusts and combinations are 
permitted to exist, which, while unduly enriching the few that combine, 
rob the body of our citizens by depriving them of the benefits of natural 
competition.” 2 * * * Judging by these declarations, Congressional action was 
certain to be taken, irrespective of which party won the election. 

In his first message President Harrison, true to the Republican pledge, 
urged Congress to give “earnest attention” to the trust problem. He 
evidenced a healthy respect for the dangers inherent in monopolistic com- 
binations: “When organized, as they often are, to crush out all healthy 
competition and to monopolize the production or sale of an article of 
commerce and general necessity, they are dangerous conspiracies against 
the public good, and should be made the subject of prohibitory and even 
penal legislation.” 8 

During 1888 and 1889 numerous anti-trust bills were introduced in 
both houses of Congress. Senator Sherman introduced bills on two oc- 
casions, the second on December 4, 1889, and took a leading part in the 
consideration of the proposed legislation. The subject of the trusts was 
debated at length in committees and on the floor of the Senate. The 

1 T. H. McKee, National Conventions and Platforms (Baltimore, The Friedenwald 
Company, 1906), p. 241. 

2 Ibid,, p. 235. 

8 J. D. Richardson, Messages and Papers of the Presidents (New York, Bureau of. 

National Literature, Inc., 1897), Vol. XII, p. 5478. 
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debate centered around questions of scope, terminology, and remedies, 
since there was very general agreement that legislative action was neces- 
sary. 4 * A bill, drafted by the Senate Judiciary Committee and reflecting 
the numerous amendments which had been offered to the original Sher- 
man bill, was passed by the Senate with only one dissenting vote on 
April 8, 1890. The House, after considerable debate and conference with 
the Senate on proposed amendments, approved the Senate measure with- 
out dissent. When signed by President Harrison on July 2, 1890, the 
law carried the title, “An act to protect trade and commerce against un- 
lawful restraints and monopolies.” 6 Commonly it has been called the 
Sherman Anti-trust Act, even though the final draft was written by 
others and bears little resemblance to the original bill proposed by Sen- 
ator Sherman. 

PROVISIONS OF THE SHERMAN ACT 

The Sherman Act is comparatively brief, consisting of eight short sec- 
tions. Its substantive provisions — the definition of what is legal and 
what is illegal — are to be found in the first three sections and the last 
section. Provisions relating to procedure and penalties are scattered 
through almost all sections of the statute. 

The definitions of illegal action are in terms of the familiar common 
law. Section 1 declares that “every contract, combination in the form 
of trust or otherwise, or conspiracy, in restraint of trade or commerce” is 
illegal. This provision is directed at joint action on the part of produc- 
ers or traders and covers all combined action irrespective of the manner 
in which it is effected. In conformity with the constitutional powers 
delegated to the Federal Government, it is expressly stated that the trade 
or commerce restrained must be that among the several states or with 
foreign nations. 

Section 2 states that “every person who shall monopolize, or attempt 
to monopolize, or combine or conspire with any other person or persons, 
to monopolize, any part” of interstate or international commerce is com- 
mitting a criminal offense. This prohibition is designed to curb individ- 
ual as well as joint action which has monopolization as its purpose or 
effect. It would appear to be a strong and useful provision, since it em- 
braces both actual and attempted market control and applies to the 
monopolizing of “any part” of commerce. In practice, however, it has 
not figured prominently in anti-trust proceedings. 

4 For an interesting account of the legislative history of the Sherman Act, see 

A. H. Walker, History of the Sherman Law (New York, The Equity Press, 1910), 
pp. 1-46. 

« Act of July 2, 1890, c. 647, 26 Stat. 209. 
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Section 3 applies the prohibition of trade restraints to the commerce 
of the District of Columbia and the territories of the United States. 
Section 8 defines “person” or “persons” to include corporations and asso- 
ciations. 

On the remedial side, the Sherman Act goes much beyond the com- 
mon law. Procedures and remedies are provided which enable both 
public authorities and private parties to act against injurious combina- 
tions. The Federal district courts (until 1911 the circuit courts) are 
given jurisdiction over proceedings to enforce the law. Public action is 
made the responsibility of the several Federal district attorneys under 
the direction of the Attorney-General. Today the real source of en- 
forcement is found in the Anti-trust Division under the control of the 
Attorney-General. Private actions must, of course, be brought by in- 
jured parties under the usual civil processes of the courts. 

The Government may proceed against violations of the law by means 
of a criminal action, a civil suit, or an action to seize and condemn prop- 
erty owned by a combination which is moving in interstate or foreign 
commerce. Since the penal process of forfeiture of goods has remained 
a dead letter in the administration of the law, it will require no comment. 
Criminal actions are brought under the established criminal procedure of 
grand jury investigation, indictment, and jury trial. Persons violating 
the law are guilty of misdemeanors and may be punished by a fine not 
exceeding $5000, or imprisonment of not more than a year, or both. 6 
According to subsequent amendment, the officers or directors who are 
responsible for the corporate acts are subject to the prescribed penalties 
when corporations violate the law. 7 And it was expected that criminal 
penalties would serve as strong deterrents to wrongdoing. 

Civil suits may be brought by the Attorney-General “to prevent and 
restrain” violations. These proceedings in equity are designed not to 
punish offenders but to restrain existing violations and to restore com- 
petitive conditions. Courts of equity have a broad discretion in the 
choice of remedies and have given relief in various ways. The only one 
mentioned expressly in the statute is the injunction whereby a court 
order may be used to prohibit certain acts. Violation then may be 
punished by fine and imprisonment in contempt proceedings. Another is 
the dissolution decree. This consists in a court decree requiring the de- 
' fendant combination to be dissolved and the component elements so 
reorganized as to restore competition. The court undertakes to formu- 


6 It is interesting to compare these criminal penalties with those included in the 
Sherman Bill of 1889 and with the amendment of Senator Reagan, which was provi- 
sionally adopted by the Senate in 1890. These provided fines not exceeding $10,000, 
or imprisonment not exceeding five yfcars, or both. 

7 Clayton Act, 38 Stat. 730 (1914), Sec. 14L 
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late a plan which in its judgment will create conditions that are in 
harmony with the law. Notable examples are the dissolution decrees 
in the Standard Oil 8 and American Tobacco 0 cases. Disintegration of 
these combinations along prescribed lines was ordered as a means of 
preventing future transgression of the law. 

A third remedy is the consent decree. In this case the defendants 
agree to accept the court order without having been tried and found 
guilty of violating the law. This has become increasingly important as 
a means of enforcing the law. The content of such a decree is usually 
decided upon by negotiation between the Attorney-General and the de- 
fendant, and this eliminates the need for long and costly court pro- 
ceedings. A classic example is the consent decree of the Meat Packers, 
entered February 27, 1920. 10 Curiously enough, the packers asserted 
“their innocence of any violation of law in fact or intent,” and assented 
to the decree because they desired “to avoid every appearance of placing 
themselves in a position of antagonism to the Government.” The decree 
contained a comprehensive injunction against monopolizing or restrain- 
ing trade, and required such affirmative action as the divestiture of in- 
terests in public stock-yards, market newspapers, and the business of 
producing and selling various grocery products. Consent decrees, how- 
ever comprehensive their terms and even though they contain errors of 
law, are a valid exercise of judicial power and binding upon the parties. 11 
They are enforceable, like injunctions and dissolution decrees, through 
contempt proceedings. 

Private action against illegal combinations embraces suits for dam- 
ages and injunctive relief. Any person whose business or property is 
injured by reason of anything which is unlawful under the act, is ac- 
corded the right to recover threefold damages and costs. Moreover, 
pursuant to Section 5 of the Clayton Act of 1914, final judgments or 
decrees, other than consent decrees, in criminal or civil prosecutions 
brought by the Government are prima facie evidence against defendants 

8 U. S. v . Standard Oil Co. (1911), Decrees and Judgments in Federal Anti-trust 
Cases (1918), p. 136. Speaking of remedies in the Standard Oil case (221 U. S. 1, 
1911), the Supreme Court said: “It may be conceded that ordinarily where it was 
found that acts had been done in violation of the statute, adequate measure of 
relief would result from restraining the doing of such acts in the future. . . . But 
in a case like this, where the condition which has been brought about in violation 
of the statute, in and of itself, is not only a continued attempt to monopolize, but 
also a monopolization, the duty to enforce the statute requires the application of 
broader and more controlling remedies.” Twofold remedies were applied, namely, 
forbidding the unlawful acts in the future and dissolving the combination. 

9 U. S. v. American Tobacco Co. (1911), Decrees and Judgments in Anti-trust 
Cases (1918), p. 165. 

10 U. S. v. Swift and Co. et at, Consent Decree in the Supreme Court of the Dis- 
trict of Columbia , February 27, 1920. 

11 Swift & Co. v . U. S., 276 U. S. 311 (1928). 
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in private suits. This makes it easier, presumably, for injured parties 
to establish grounds for recovery. The risk undertaken by a wrongdoer 
is thereby enhanced. Under the original Sherman Act, a private person 
could not sue for injunctive relief. 12 Only the Government could main- 
tain such a suit. But Section 16 of the Clayton Act now gives private 
parties the definite right to obtain injunctions against threatened loss or 
damage by the violation of the anti-trust laws. 13 

Individual protection is not altogether confined to such actions as may 
be initiated by injured parties. An established violation of the Sherman 
Act may also be used as a defense by a party who, for example, breaks 
a contract with the illegal combination. 14 But it is a good defense only 
if the contract sued upon is an essential part of an illegal scheme. 15 
Contracts which are in themselves lawful and not intimately related to 
the maintenance of the illegal combination will not be invalidated by the 
monopolistic character of the plaintiff. This is an important limitation. 
The Sherman Act seems to go no further than the common law in render- 
ing contracts which restrain trade unenforceable. 

In various respects the Sherman Act advanced beyond the common 
law. On the substantive side, however, its contribution was slight. It 
defined illegal action in the common law terms of “restraint of trade” 
and “monopolizing.” But despite the various interpretations placed 
upon it in the common law, the ambiguous phrase “restraint of trade” 
was not defined. Did it refer to restrictive covenants ancillary to the 
sale of a business or to the more modern notion of restrictive agreements 
between trade competitors? If to the latter, were all collusive arrange- 
ments bad, or simply those that “unreasonably” restrained trade? The 
law condemned both actual and attempted monopolizing, and embraced 
both individual and joint efforts to monopolize. What constitutes 
monopolizing was not explained, and nothing indicated the distinction, if 
Congress recognized any, between monopolizing and restraint of trade. 
The law did express a policy with respect to interstate commerce. The 
common law policy, formerly applied only by the state courts, was 
adopted for application to national commerce by the Federal courts. 
The exact nature of that policy had to await judicial interpretation of 
the statute. 

A much greater contribution was made with respect to procedures 
and remedies. The basis for aggressive action against combinations was 
laid in arranging for government proceedings. A type of prosecution 


12 Paine Lumber Co. v. Neal, 244 U. S. 459 (1917). 

*$Lord v. Radio Corporation of America, 24 Fed. (2nd) 565 (1928). 

18 Continental Wall Paper Co. v. Louis Voight & Sons Co., 212 U. S. 227 (1999). 

18 Connolly v. Union Sewer Pipe Company, 184 U. S. 540 (1902); D. R. Wilder 
Manufacturing Co. v. Com Products Refining Co., 236 U. S. 165 (1915). 
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could be chosen which would fit the needs of each situation. Equity 
court jurisdiction over anti-trust proceedings was particularly valuable 
in that it made available the remedies of injunction and dissolution. 
These have not been effectual in all instances, but they have been more 
useful than the punishment afforded by the criminal courts. The special 
suit for treble damages by injured parties was a desirable innovation 
supplementing public action. Private damage suits as well as the more 
recently provided injunctive proceedings have yielded some good results, 
but what success the Sherman Act has had has come largely from gov- 
ernment proceedings . 16 

ADMINISTRATION AND INTERPRETATION 

A study of the decisions of the courts is necessary to gain an under- 
standing of the meaning of the Sherman Act. It has already been sug- 
gested that while the general intent of Congress may have been clear, 

16 It should be noted here that certain minor legislation supplementing the Sher- 
man Act was passed prior to the major legislation of 1914. These acts are as fol- 
lows: 

Wilson Tariff Act, 28 Stat. 570 (1894), amended 37 Stat. 667 (1913). Every com- 
bination or agreement involving importers is declared contrary to public policy and 
illegal if it is intended to operate in restraint of free competition or trade, or to 
increase the prices of imported articles or manufactures into which they enter. 
Provision is made for criminal punishment, injunction, forfeiture of property, and 
private suit for threefold damages, in language substantially similar to that of the 
Sherman Act. These anti-trust provisions were not applied in court until 1927. 
See U. S. v. Sisal Sales Corporation, 274 U. S. 268 (1927). 

Expediting Act, 32 Stat. 823 (1903), amended 36 Stat. 854 (1910). The purpose of 
this act was to expedite the hearing and decision of suits brought by the United 
States under the anti-trust laws and the Interstate Commerce Act. Suits in equity 
in the district courts are to be given precedence over others and expedited in every 
way, when the Attorney-General shall certify that they are of “general public im- 
portance.” It is also provided that appeals from final decrees of district courts in 
such cases must be taken directly to the Supreme Court, within sixty days. 

Immunity Rights, 32 Stat. 854, 903 (1903), amended 34 Stat. 798 (1906). The 
immunity provision of 1903 granted freedom from prosecution to persons with re- 
spect to matters about which they had given testimony or produced evidence in 
anti-trust proceedings. In the famous “immunity bath” decision, the meat packers 
were sustained in their contention that they were entitled to immunity from criminal 
prosecution because of testimony rendered in an investigation by the Bureau of 
Corporations (U. S. v. Armour & Co., 142 Fed. 808 (1906)). As a result Congress, 
in 1906, limited the right of immunity to natural persons who give testimony or 
produce evidence under oath in obedience to a subpoena. 

Act Creating Bureau of Corporations, 32 Stat. 827 (1903). The Bureau of Cor- 
porations, headed by a Commissioner of Corporations, was established in the De- 
partment of Commerce and Labor. Its duties were to investigate the organization 
and conduct of industrial corporations engaged in interstate commerce and to 
gather data which would enable the President to recommend regulatory legislation. 
The President was to determine what information should be made public. The 
Bureau could compel the testimony of witnesses and the production of documentary 
evidence. " 
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terms were used which had no single and precise meaning in the common 
law. The Supreme Court, in the final analysis, had to determine the 
exact scope and content of the law. v And the interpretation placed upon 
the language used by Congress has had much more than an academic 
significance. The effectiveness of the anti-trust policy declared by Con- 
gress in 1890 has been conditioned in large measure by the judicial con- 
struction of the law. 

Court interpretation will be considered under four general topics: 
(1) Federal Jurisdiction; (2) Scope; (3) Forms of Organization, and (4) 
Degree of Restraint. Within each topic the cases will be treated chrono- 
logically in order that the evolution of doctrine and its impact upon the 
industrial scene may be noted. 

(I) Federal Jurisdiction 

The jurisdiction of the Federal Government under our dual system of 
government is confined by the terms of the Constitution to commerce 
among the several states and with foreign nations. Commerce within 
each state remains subject to the control of the state government. While 
this jurisdictional rule is simple and readily understood, its application 
to specific situations has caused endless controversy and litigation. In 
this respect the application of the Sherman Act to monopolistic arrange- 
ments has not been exceptional. 

The first case to come before the Supreme Court under the Sherman 
Act involved the question of Federal power. It was the case of United 
States v. E. C. Knight Company, 17 decided January 21, 1895. The 
American Sugar Refining Company, already in control of 65 per cent of 
the sugar refined in the United States, acquired in 1892 the stock of 
the E. C. Knight Company and three other independent refining com- 
panies located in Philadelphia. These four firms produced about a 
third of the sugar refined domestically, so the combination obtained 
virtually complete control of the industry. The only remaining inde- 
pendent firm was the Revere Company of Boston, a small company 
which refined about 2 per cent of the domestic output. The government 
did not seek to restore competition by breaking down the combination 
into a substantial number of independent concerns. Its object was less 
ambitious than that. What it charged was that the agreements under 
which the purchase of the stock of the Philadelphia companies was ac- 
complished were combinations restraining trade in violation of the Sher- 
man Act. The relief sought embraced a cancellation of the contracts, 


1T 156 TJ. 8. 1 (1895). 



THE SHERMAN ACT AND ITS INTERPRETATION 309 

the return of the stock which had been transferred, and an injunction 
against further violations of the law. 

The Supreme Court, in upholding the decisions of the lower courts, 
held against the government. 18 This strange result in a case relating to 
a well-nigh perfect monopoly was reached because of an extremely nar- 
row view of the scope of Federal authority. It was conceded that a 
monopoly in the manufacture of sugar existed, but this was insufficient 
to establish Federal jurisdiction. The contracts and acts of the de- 
fendants were held to relate to the sugar refining business in Pennsyl- 
vania and bore no direct relationship to interstate commerce. “Com- 
merce succeeds to manufacture,” declared the Court, “and is not a part 
of it.” Failure of the government to prove its allegation that the com- 
bination intended to put a restraint upon commerce was emphasized by 
the Court. Yet, as Justice Harlan pointed out in his strong dissenting 
opinion, the lower court had stated that the object of the acquisitions 
was “to obtain a greater influence or more perfect control over the busi- 
ness of refining and selling sugar in this country.” 19 Perhaps the gov- 
ernment was at fault in not presenting the case properly to the courts, 
but it would seem to have been too obvious for elaborate proof that the 
companies were engaged in selling their product throughout the nation 
and that their sole purpose was to monopolize that interstate trade. 20 
One might agree with the statement that manufacturing is not commerce, 
and still find the court’s conclusion to be nonsensical. Surely exclusive 
control of the supply of sugar was more than indirectly related to inter- 
state trade. 

The decision did irreparable damage to the cause of maintaining com- 
petitive conditions. Both official and popular opinion was that Congress 
was impotent to deal with monopolistic combinations in the fields of 
manufacturing and mining. Recourse was to be had only to action by 
the states, and they were admittedly incapable of effectual attacks upon 
the trusts. Industrial promoters and business men were quick to take 
advantage of the apparent helplessness of the government. With the 
upturn in business conditions in the late nineties an unprecedented 
merger movement took place. During the period 1897 to 1903, over 225 

i*60 Fed. 306 (1894); 60 Fed. 934 (1894). 

19 60 Fed. 306, 308. 

20 In commenting on the Knight case, William H. Taft said ( The Anti-trust Act 
and the Supreme Court, New York, Harper & Brothers, 1914, p. 59) : ", . . The 
case for the Government was not well prepared at the circuit. No direct evidence 
that the sales of sugar across State lines, and the control of the business of such 
sales and of prices, were the chief object of the combination was submitted to the 
court. Nor was this chief feature of the Government's real case sufficiently set forth 
in the bill of complaint. And yet these facts must have been easily capable of 
proof. Especially noteworthy was the failure of the bill to pray for specific action 
by the court to enjoin the continuance of the combination.” 
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combinations were organized . 21 Many of them controlled large per- 
centages of the productive capacity in their fields, and some have to this 
day dominated their industries. A number of circumstances favored this 
great orgy of combination, but it is generally acknowledged that the 
abortive decision of the Supreme Court in the Knight case was a signifi- 
cant factor. 

The decision has never been formally overruled. As a practical mat- 
ter, however, subsequent decisions of the Supreme Court have rendered 
it of little current importance. The first assault on it as a troublesome 
precedent was the case of the Addyston Pipe & Steel Co. v. United 
States . 22 Six producers of cast-iron pipe with plants located mainly in 
the South entered a pooling and price-fixing arrangement. Competition 
between the contracting parties was eliminated in a market area em- 
bracing some thirty-six states. While they were subjected to some com- 
petition from other firms, their market control in the area was sufficient 
to enable them to maintain unreasonably high prices. In upholding the 
decree of the lower court perpetually enjoining the defendants from 
maintaining the combination, the Supreme Court rejected the contentions 
of the defendants that the commerce power did not embrace interference 
with private contracts and that the restraint was a reasonable one 
directed at preventing ruinous competition . 23 On the dominant issue 
of Federal power, Mr. Justice Peckham observed that the combination 
related to the sale and delivery of pipe across state lines. Since the 
direct effect of the combination was to regulate interstate commerce and 
not simply the manufacture of a product, the Court held that the case 
was not covered by the Knight decision. An agreement to restrict com- 
petition between sellers, albeit they were manufacturing concerns, was 
acknowledged to be a direct restraint of interstate commerce. 

The Addyston Pipe decision established the authority of the Federal 
Government over collusive marketing arrangements of industrial con- 
cerns. But since it involved a loose combination of firms, it had little 
effect in stemming the merger movement of the late nineties. The 
question whether or not there had been any change in attitude with 
respect to close combinations had to await further pronouncements of 
the Supreme Court. Definite indications of a broad interpretation of 
interstate commerce appeared in several cases which were decided 


21 See Seager and Gulick, op. cit., pp. 60-67, for a brief account of this period in 
the American trust movement. 

22 175 U. S. 211 (1899). 

28 U. S. v . Addyston Pipe & Steel Co., 85 Fed. 271 (1898). The Circuit Court 
of Appeals, in an opinion by Judge Taft, reversed the decision of the Circuit 
Court dismissing the gpverament’s petition on the ground that the challenged 
agreements were not directly related to interstate commerce (78 Fed. 712, 1897). 
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shortly after 1900. 24 But the constitutional issue as regards industrial 
mergers was finally resolved in the famous Standard Oil and American 
Tobacco cases of 1911. 26 

It was perhaps not difficult to distinguish the Knight and Standard 
Oil cases, since the oil monopoly was engaged in refining, selling, and 
the actual transport of oil products in interstate commerce. In fact, 
the Court indicated a certain amount of impatience with the argument 
that the act could not be applied. It said: 26 

“But all the structure upon which this argument proceeds is based upon the 
decision in United States v. E. C. Knight Co. . . . The view, however, which 
the argument takes of that case and the arguments based upon that view have 
been so repeatedly pressed upon this court in connection with the interpretation 
and enforcement of the Anti-trust Act, and have been so necessarily and ex- 
pressly decided to be unsound as to cause the contentions to be plainly foreclosed 
and to require no express notice. 

The opinion holding the American Tobacco Company to be a restraint 
of trade and a monopolization of commerce took even less notice of 
the question of Federal power. Here the merger of tobacco firms was 
engaged purely in the manufacture and sale of tobacco products. The 
combination was essentially the same as that involved in the Knight 
case. Yet the Court found no difficulty in finding the restraining com- 
bination to be directly and substantially related to interstate commerce. 

The broad interpretation of the concept of interstate commerce finally 
adopted by the Supreme Court saved the Sherman Act from being a 
complete failure. It is still true that the litigants must show a direct 
and substantial connection between interstate commerce and the con- 
tracts or combinations alleged to be unlawful. This requires adequate 
proof and makes more difficult the prosecution of trade restraints. The 
difficulty is inevitable in a dual system of government. 

(2) Scope 

It is undoubtedly a fact that the Sherman Act was directed primarily 
at the suppression of industrial monopoly. But the terms of the law 
denouncing restraints of trade are exceedingly broad. It will be recalled 
that “every” contract or combination in restraint of trade is declared 
unlawful and “every” person attempting to monopolize or conspiring 
with others to monopolize is guilty of illegal conduct. In view of the 

* 4 Northern Securities Co. v. U. S., 193 U. S. 197 (1904); Swift & Co. v. U. S, 
196 U. S. 376 (1905). 

18 Standard Oil Co. v. U. S., 221 U. S. 1 (1911); U. S. v. American Tobacco Co., 
221 U. S. 106 (1911). 

*•221 U. S. 1, 68-69. 
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primary objective of the law its all-inclusive language afforded ground 
for considerable controversy as to whether or not all combinations were 
subject to the act. Combinations which were particularly concerned 
were those relating to labor, railways, and agricultural associations. 
Not only was it necessary for the Supreme Court to decide what Con- 
gress had intended as regards these organizations, but the whole question 
of sound public policy was raised time after time. Both Congress and 
the courts have had a hand in formulating policy since the first anti- 
trust statute was passed a half-century ago. The extent to which the 
anti-trust laws have been and may now be applied to the combinations 
mentioned above, as well as to those engaged in foreign trade, is an im- 
portant element of national trust policy. The question of scope will be 
considered under the following four headings: (a) Railways; (b) Labor; 
(c) Agricultural Associations ; (d) Foreign Trade. 

(a) Railways 

Whether or not railway combinations were subject to the Sherman Act 
was decided in the case of United States v. Trans-Missouri Freight As- 
sociation in 1897. 27 This was an association of railroads created for 
the purpose of establishing rates and regulations on freight traffic. 
Mueh of the traffic within the large area west of the Mississippi and 
Missouri Rivers was included. Representatives of the carriers held 
meetings periodically to determine rates and regulations on competitive 
traffic and to consider proposed changes. Fines were imposed upon 
members who reduced the rates fixed by the association, unless due 
notice had been given or the reductions were made in good faith to 
meet the competition of non-member lines. The sole objective of the 
plan was alleged to be the prevention of ruinous competition. Since the 
pooling of traffic or income had been made illegal by the Interstate 
Commerce Act of 1887, the carriers used direct agreements on rates as 
a curb on competition. They maintained that the rates fixed were no 
more than reasonable. 

The legality of the agreement was defended on two grounds, first, 
that the Sherman Act did not apply to common carriers by railroad, 
and second, that even if it did, the agreement was a reasonable restraint 
of trade and not in violation of the law. The Supreme Court, in re- 
• versing the decisions of the lower courts, 28 held against the railroads on 
both contentions by a vote of five to four. 20 In support of the proposi- 

* 1 166 U. S. 290 (1897). 

28 United States v. Trans-Mi$souri Freight Association, 63 Fed. 440 (1892); 68 
Fed. 68 (1893). 

**lbid. t 166 U. S. 290 (1897). 
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tion that railroads were excepted from the law, it had been pointed out 
that Congress, in passing the Interstate Commerce Act, had recognized 
the peculiar economic and legal features of the carriers. Railways were 
to be treated as natural monopolies, and a special administrative agency 
was established to regulate the all-important matter of rates and charges. 
Since common carriers had been provided for in special legislation, it 
was reasonable to assume that a general statute directed at the evils of 
industrial trusts was not intended by Congress to apply to them. But 
the Supreme Court declined to accept this reasoning. Since the Inter- 
state Commerce Act neither authorized nor prohibited the agreement 
in question, there was no inconsistency in applying the anti-trust law. 
And a literal interpretation of the statute presented no other alternative. 
Every contract or combination restraining trade was outlawed, so there 
could be no exclusion of an agreement between competing railroads en- 
gaged in interstate commerce from the scope of the act. 

Although the Supreme Court has steadfastly maintained its original 
position, with respect both to loose combinations 30 and to combinations 
effected by stock ownership or lease, 31 the wisdom of the policy of 
enforcing competition between railroads may be questioned. The 
danger of cut-throat competition, with its consequences of highly unstable 
rates, discrimination, and impairment of financial strength and service, 
is very real in an industry characterized by large overhead costs and a 
chronic condition of unused capacity. During the period prior to 1906, 
when Federal regulation was weak and unable to render effective pro- 
tection to the public against the exercise of monopoly power, there was 
some merit in insisting upon competition. Even during this “doldrums” 
period, however, compelling economic forces led to an informal co- 
operation between the railways which destroyed the effectiveness of the 
pronouncements of the Supreme Court. 82 When Federal control was 
strong enough to cope with the monopoly power of the carriers, there 
was good reason to acknowledge the advantages of combination and co- 
operation. 

By 1920 Congress was ready to make further concessions to the idea 
that railroads had best be treated as monopolistic enterprises. The 
Transportation Act of 1920 legalized pooling agreements when approved 


80 United States v. Joint Traffic Association, 171 U. S. 505 (1898). This Associa- 
tion included most of the railroads operating between Chicago and the Atlantic 
coast, and was formed to establish reasonable rates, prevent unjust discrimination, 
and effect economies in freight and passenger operations. 

81 Northern Securities Co. v. U. S., 193 U. S. 197 (1904) ; U. S. v. Union Pacific 
Railroad Co., 226 U. S. 61 (1912) ; U. S. v . Southern Pacific Co., 259 U. S. 214 (1922). 

88 The Interstate Commerce Commission stated in 1901 that the decisions in the 
Trans-Missouri and Joint Traffic Association cases had ‘‘produced no practical 
effect upon the railway operations of the country.” Annual Report, 1901, p. 16. 
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by the Interstate Commerce Commission and provided for the consolida- 
tion of the railroads into a limited number of systems.* 8 In carrying 
out any arrangement duly approved by the Commission, the railroads 
were relieved from the operation of both state and Federal anti-trust 
laws. But it should be emphasized that there was no complete reversal 
of policy. Pooling agreements were to be authorized by the Commission 
only if they did not “unduly restrain competition,” and competition was 
to be preserved “as fully as possible” in the consolidation plan. 

The recently enacted Transportation Act of 1940 eliminates the re- 
quirement of a predetermined consolidation plan and permits the Com- 
mission to approve mergers and consolidations if they are consistent with 
the public interest. With the extension of Federal control to highway 
and water carriers, a like policy respecting combination has been 
adopted. 84 The same pooling and consolidation rules are applicable to 
rail, motor, and water carriers, and any transactions approved by the 
Interstate Commerce Commission are exempted from the Sherman Act. 
Cooperative action by transport agencies which is not covered by the 
provisions of the Interstate Commerce Act can still be prosecuted under 
the anti-trust laws. 

(b) Labor 

Although the relation of labor to the Sherman Act constitutes a 
significant chapter in American economic and legal history, only the 
main outlines of that story can be treated here. Labor unions had long 
been recognized as legitimate organizations for collective bargaining. 
Their nature and purpose were such as to distinguish them clearly 
from combinations of capital. Yet Congress had not specifically ex- 
cepted them or their activities from the operation of the statute. 
Despite the failure so to do, it was contended from the beginning that 
the intent of Congress was to confine the anti-trust law to industrial 
combinations. When the courts declined to accede to this view, Congress 
was induced to re-state public policy relating to labor activities. But 
it did not amend the law so as to exclude the acts of labor unions. In 
certain circumstances the Sherman Act may still be applied. 

One of the first injunctions against a labor union issued under the 
anti-trust law was in the famous Debs case of 1894. The American 
Railway Union, of which Eugene V. Debs was president, declared a 
boycott against the Pullman Company to force arbitration of a labor 
•dispute which had caused a strike of Pullman employees. Members 

••The Interstate Commerce Act, Section 5. 

“Motor Carrier Act, 1936; Transportation Act of 1940. 
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of the union refused to operate trains which included Pullman cars. 
Resistance on the part of the carriers led to strikes and violence which 
interfered seriously with the operations of railroads entering Chicago. 
The government obtained an injunction against Debs and others on 
the ground that they were conspiring to obstruct the mails and restrain 
interstate commerce. In upholding the injunction in subsequent con- 
tempt proceedings, the Federal Circuit Court construed the Sherman 
Act to include not only combinations of capital but combinations of any 
character restraining trade. 35 

The injunction, instrumental along with the employment of military 
force in breaking the strike, was sanctioned by the Supreme Court. 86 
The court did not reach this decision, however, on the strength of the 
Sherman Law. Ample ground for enjoining the acts of the union and its 
officers was found in Federal power over the mails and interstate com- 
merce. Justice Brewer concluded his opinion by saying: “We enter into 
no examination of the act of July 2, 1890, . . . upon which the Circuit 
Court relied mainly to sustain its jurisdiction. It must not be under- 
stood from this that we dissent from the conclusions of that court in 
reference to the scope of the act, but simply that we prefer to rest our 
judgment on the broader ground which has been discussed in this 
opinion. . . .” 3T 

In 1908 the Supreme Court had occasion to rule definitely that labor 
unions were within the scope of the anti-trust law in Loewe v. Lawlor. 38 
This case, often referred to as the Danbury Hatters’ case, involved a suit 
for treble damages by a hat manufacturer against the members of the 
Danbury local union and officers of United Hatters of North America. 
In order to force the firm to employ union members only, a strike had 
been called and a boycott declared upon the hats made by the plaintiff. 
The boycott was enforced throughout the nation with the aid not only 
of United Hatters but of the American Federation of Labor, with which 
it was affiliated. So effective were the strike and boycott that large 
losses were sustained by the Loewe Company. When suit for damages 
was brought, the Circuit Court of Connecticut dismissed the complaint 
because interstate commerce was not involved. 39 The Supreme Court 
reversed this judgment and held that combinations composed of laborers 
were included within the term “every” contract or combination restrain- 
ing trade. 40 It also declared that a secondary boycott of goods in 


38 U. S. v . Debs et al., 64 Fed. 724 (1894). 
83 In re Debs, 158 U. S. 564 (1895). 

Ibid., p. 600. 

88 208 U. S. 274 (1908). 

89 Loewe v . Lawlor, 148 Fed. 924 (1906). 
40 Loewe v . Lawlor, 208 U. S. 274 (1908). 
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interstate commerce is an unlawful restraint of trade and that recovery 
for injuries sustained therefrom may be had. When the case was finally 
settled after further litigation, the union was obliged to pay a judgment 
of $310,000, including interest. 

The decisions applying the Sherman Act to labor were a serious threat 
to trade-union activity, tabor organizations sought strenuously to ob- 
tain, relief from injunctions and damage suits. When the Clayton Act 
of 1914 was passed, Congress acquiesced in the demand for limitations 
upon the activities of the Federal Courts in the labor sphere. Section 
6 of the Clayton Act declares “that the labor of a human being is not 
a commodity or article of commerce,” and provides that labor organiza- 
tions or their members shall not be construed “to be illegal combinations 
or conspiracies in restraint of trade, under the anti-trust laws.” Section 
20 forbids the issuance of an injunction in a labor dispute “unless neces- 
sary to prevent irreparable injury to property or to a property right” 
for which there is no adequate remedy at law. Injunctions may not 
be issued against strikes, peaceful picketing, payment of strike benefits, 
boycotts, or any act which would be lawful in the absence of an in- 
dustrial dispute. 

These provisions were hailed as a great victory for the cause of labor. 
It was believed that unions had been expressly liberated from the scope 
of the oppressive anti-trust laws. But labor was due for a great dis- 
appointment. The ambiguous language of the Clayton Act was con- 
strued by the courts in such fashion as to render little change in the 
law of labor. In considering the language relating to picketing, for 
example, the Supreme Court stated that it “introduces no new principle” 
into equity jurisprudence and “is merely declaratory of what was the 
best practice always.” 41 And in the Duplex Printing case of 1921 it 
was clear that the law' with respect to secondary boycotts remained un- 
changed. 42 The International Association of Machinists endeavored to 
compel the Duplex Printing Press Company, a ‘manufacturer of print- 
ing presses in Michigan, to accept the closed shop and other union terms. 
A direct strike having been unsuccessful, a secondary boycott against 
the sale and use of the firm’s products was instituted. The machinists, 
with the aid of others, threatened customers in New York City with 
’ sympathetic strikes, boycotts, and other interferences if Duplex machines 
were installed or operated. The Duplex Company, availing' itself of the 
right conferred on private parties by the Clayton Act to get injunctive 
relief, sought an injunction against the acts of the union in New York. 
The district court refused to enjoin the defendants, and was upheld by 


41 American Steel Foundries v. Tri-City Trades Council, 2l57 U. S. 184, 203 (1921). 

42 Duplex Printing Press Co. v. Deering, 2£>4 IT. S. 443 (1921). 



317 


THE SHERMAN ACT AND ITS INTERPRETATION 

i 

the Circuit Court of Appeals on the ground that the Clayton Act legal- 
ized secondary . boycotts in cases between employer and employees. 43 
But the Supreme Court, with Justices Brandeis, Holmes, and Clarke 
dissenting, declined to sanction this view. 44 It maintained that the 
anti-injunction provisions of the Clayton Act were applicable only to 
disputes between an employer and his immediate employees. Since 
the offending boycotters were not employees of the complainant and not 
directly engaged in a dispute about the terms of their own employment, 
they were not immune. To protect the Duplex Company against ir- 
reparable damage from the obstruction to its trade imposed by the 
illegal conspiracy, an injunction was held to be justified. 45 > 

A further attempt to limit the injunctive powers of the courts was 
made in the Norris-La Guardia Act of 1932. 4Q The broad aim of the 
law was to restore to labor the rights which Congress had intended in 
passing the Clayton Act. Among other things, the restrictions on the 
issuance of injunctions are made applicable to labor disputes involving 
employees in an industry having “direct or indirect” interests in the 
dispute, and irrespective of whether or not they are employees of the 
recalcitrant employer. No mention of the secondary boycott is made, 
perhaps because of the general disapproval of this labor weapon, but the 
ground for the decision in the Duplex case is definitely removed. * 
The Supreme Court now appears to be willing to give full force and 
effect to the labor policy set down by Congress. 47 In the recently de- 


43 Ibid., 247 Fed. 192 (1917); 252 Fed. 722 (1918). 

“Ibid., 254 U. S. 443 (1921). 

45 Under the interpretation of Section 20 of the Clayton Act adopted in the 
Duplex case, the Supreme Court decided adversely to the union in Bedford Cut 
Stone Co. v. Journeymen Stone Cutters' Association of North America, 274 U. S.‘ 
37 (1927). In retaliation for the refusal of operators of limestone quanics in 
Indiana to renqw their trade agreement with the stonecutters' union, the union 
ordered its members not to work upon or place stone which had been shipped 
from these anti-union quarries. Since the strikes of union members coerced 
builders not to purchase the stone of the ^complainants and thereby curtailed their 
interstate sales, the combination was found to be in undue and unreasonable 
restraint of trade. 

Justice Brandeis, in a dissent in which Justice Holmes concurred, remarked: “If, 
on the undisputed facts of this case, refusal to work ,can be enjoined, Congress 
created by the Sherman Law and the Clayton Act an instrument for imposing 
restraints upon labor which reminds of- involuntary servitude." • He emphasized that 
the court had permitted the United States Steel Corporation and the United Shoe 
Machineiy Company to dominate their, respective industries under the celebrated 
“rule of reason,” and that it could Hot have been the intent of Congress to appLy 
a more rigorous rule to labor organizations. He held that the union conduct, 
since it was not tainted with fraud, intimidation, or violence, was a reasonable 
restraint of trade. 

46 Act of March 23, 1932, 47 Stat. 70. 

47 Milk Wagon Drivers' Union v . Lake Valley Farm Products, Inc., 311 U. S. 91 
(1940); United States v. Hutcheson, 312 U, S. 219 (1941), 
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cided case of United States v . Hutcheson, 48 for example, the Court had 
before it a criminal prosecution under the Sherman Act growing out of 
a jurisdictional dispute between two rival unions. A long-standing con- 
troversy between the carpenters' and machinists' unions in regard to the 
erection and dismantling of machinery culminated in a strike by the 
carpenters against Anheuser-Busch, Inc., and certain construction com- 
panies in St. Louis, when the disputed jobs were given to the machinists. 
Anheuser-Busch was picketed and the union requested its members and 
their friends not to purchase the company's beer. In holding that the 
union activities could not be criminally prosecuted, the Court reviewed 
the effects of the Clayton and Norris-La Guardia Acts upon the anti- 
trust law. It was concluded that the conduct complained of was allow- 
able under these acts and that an injunction could not have been issued 
against it. This being true, it was held that Congress could not have 
intended that the labor union was criminally liable for its acts punish- 
able with imprisonment and heavy fines. Picketing and boycotting 
activities are lawful under the anti-trust laws so long as a “union acts 
in its self-interest and does not combine with non-labor groups." 

But even apart from the modifying statutes, a recent clarification of 
the Sherman Act seems to have restricted its application to labor union 
activities. In Apex Hosiery Co. v. Leader, 49 the Supreme Court, with 
Chief Justice Hughes and Justices Roberts and McReynolds dissenting, 
declined to sustain a trebled judgment of $711,932.55 for damages in- 
flicted by a “sit-down" strike. The strike was called by the hosiery 
union, then having only 8 of the 2500 employees in the Philadelphia 
factory as members, in order to compel the operation of a closed shop. 
The plant was forcibly seized and occupied for a month and a half, dur- 
ing which time the sit-down strikers wrecked machinery and other 
property and prevented the shipment of $800,000 worth of finished 
hosiery. Some 80 per cent of the hosiery was to be shipped in inter- 
state commerce. 

The majority of the Court, in an opinion written by Justice Stone, 
held that the Sherman Act does apply to labor unions, that the strikers 
committed illegal acts punishable under the laws of Pennsylvania, and 
that there was an intentional obstruction of interstate commerce. Yet 
the conduct of the union did not constitute a violation of the Sherman 
Law. The ground for this ruling was that the restraint in question was 
not of the character proscribed by the anti-trust law. It was held that 
the particular type of restraint to which the law applies is one which 
involves the “market control of a commodity, such as to ‘monopolize the 


4# 312 U. S. 219 (1941). 
49 310 U. 8. 469 (1940). 
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supply, control its price, or discriminate between its would-be pur- 
chasers/ ” The purpose of the statute was not to police interstate com- 
merce, but to prevent interferences with market or price competition. 
Since the intent and effect of the union’s activities in the instant case 
were not to affect hosiery prices or to suppress competition in the hosiery 
market, the Sherman Act was not violated. The fact that the restraint 
was effected by violence and not peaceful means was held not to alter 
the conclusion. 

While the activities of labor unions are still subject to the anti-trust 
laws, it is apparent from the recent court decisions that the use of in- 
junctions and damage suits is definitely circumscribed. The test of 
legality is to be whether or not the given conduct is intended to suppress 
commercial competition. The same rule is to be applied to labor activi- 
ties as to combinations of capital. It is not enough to show that a 
strike, for example, interferes with interstate commerce and prevents 
employers from competing in the market. The restraint must have or 
be intended to have an effect upon market prices. Where the monop- 
olistic effect is attained by cooperation between labor groups and others, 
it is clear that the law may be invoked. Such cooperation between 
manufacturers, building contractors, and union carpenters, which pre- 
vented non-union-made millwork from entering the Chicago market 
and thereby increased the price of buildings, was condemned in United 
States v . Brims. 50 A similar conspiracy of marketmen and union mem- 
bers to monopolize and control prices in the poultry market of the New 
York metropolitan area was enjoined in Local 167 v. United States. 51 
These decisions are still good law. 

Further clarification of the scope of the anti-trust laws as applied to 
labor may be expected from the current drive of the Department of 
Justice to eliminate undesirable union practices. The Anti-trust Di- 
vision is not questioning the rights of collective bargaining nor those 
activities of unions directed at raising wages or improving working con- 
ditions. It is seeking only to remove abuses of unionism which are 
wasteful of productive resources and which might well be treated as 
unreasonable restraints of trade. The types of restraint being attacked 
are: (1) a strike by one union against another union which has been 
designated the exclusive collective bargaining agency by the National 
Labor Relations Board; (2) union activities designed to prevent the use 
of more efficient methods, superior materials, or better equipment; (3) 
resistance by unions to the continuation in business of small independent 
firms; (4) union activities designed to compel the employment of use- 


50 272 U.S. 549 (1926). 
61 291 U. S. 293 (1934). 
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less and unnecessary labor, and (5) activities of unions in maintaining 
fixed prices for commodities. 52 

Spokesmen for organized labor have registered vigorous protests against 
the campaign of the Department of Justice, and there will continue to 
be determined resistance in the actual court proceedings. 68 It is difficult 
to predict to what extent these abuses can be outlawed under the doctrines 
of the Hutcheson and Apex Hosiery cases, but it is certain that the 
final decisions will be of great significance both to labor and to the 
general public. 

(c) Agricultural Associations 

Although prior to 1914 no decision concerning agricultural associa- 
tions was ever rendered by the Supreme Court, it may be safely assumed 
that the broad language of the Sherman Act would have been held to 
include combinations of farmers that restrained interstate trade. Lower 
Federal courts had held the law applicable to monopolistic practices of 
agricultural combinations, 64 and the Supreme Court stated in the Dan- 
bury Hatters* case that “organizations of farmers and laborers” were 
not exempted. 55 Since the latter case did not involve a farmers’ com- 
bination, the declaration must be regarded as an obiter dictum. 

Beginning in 1914, however, Congress enacted a series of statutes 
favoring the development of agricultural marketing associations and 
protecting them from the anti-trust laws. Apparently Congress has 
desired to further the interests of the large number of scattered producers 
by allowing a cooperation which promised improved farm products and 
substantial marketing economies. The Clayton Act of 1914 authorized 
the existence and operation of agricultural organizations not having 
capital stock or conducted for profit, and provided that the anti-trust 
laws should not be construed to make them illegal or to forbid their 
members from carrying out their legitimate objectives. 56 The Capper- 
Volstead Act of 1922 extended and broadened these exemptions, and 
provided a special procedure for action by the Secretary of Agriculture 

82 Statement of Thurman W. Arnold, Assistant Attorney-General in charge of 
the Anti-trust Division, before the T. N. E. C., with Respect to Application of 
Anti-trust Laws to Labor Unions (February 13, 1941). For an economic analysis 
of the labor practices and a consideration of the issues of public policy, see the 
statement of Corwin D. Edwards, Economic Consultant, Department of Justice, 
in Hearings before the T. N. E. C., Part 31-A, March 24, 1941, pp. 18186-18194. 

88 For critical statements by* the American Federation of Labor, see ibid., pp. 
18173-18186. 

84 Steers v. United States, 192 Fed. 1 (1911); United States u. King, 250 Fed. 
908 (1916). 

88 Loewe v. Lawlor, 208 U. S. 274 (1908). 

86 Section 6. 
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if he believes that an association “monopolizes” or restrains trade “to 
such an extent that the price of any agricultural product is unduly en- 
hanced.” 67 The Agricultural Marketing Agreement Act of 1937, a re- 
enactment and amendment of the Agricultural Adjustment Act of 1933, 
seeks to establish orderly marketing and parity prices on farm products 
by authorizing the Secretary of Agriculture to enter into marketing 
agreements with producers or others handling agricultural commodities. 58 
Any such agreement is lawful under the anti-trust laws. 

Despite the immunity conferred upon them, farmers* associations are 
not at liberty to do anything they please. A secondary boycott used 
by a Maine potato association to coerce outsiders was held not to be 
lawful conduct in attaining legitimate objectives under the Clayton Act. 59 
And in the recently decided case of United States v. Borden Company, 60 
the Supreme Court held the Sherman Act applicable to a price-fixing 
conspiracy in which one of the participants was an association of milk 
producers. The milk producers* association had joined with distributors, 
labor officials, municipal officials, and others, to control the supply of 
fluid milk entering the Chicago market and to fix both the prices paid 
to producers and the prices charged consumers. No marketing agree- 
ment or other arrangement with the Secretary of Agriculture had been 
effected. In the absence of such official sanction, the court held that 
the Marketing Agreement Act of 1937 did not divest commerce in farm 
products of the protection afforded by the Sherman Law. Furthermore, 
it was held that neither the terms of the Clayton Act nor those of the 
Capper-Volstcad Act authorized the type of conspiracy between farmers 
and others which was being prosecuted. Agricultural producers are ex- 
tended special privileges as regards union for marketing purposes, but 
they may not combine with others with the intent of monopolizing a 
market. 

(d) Foreign Trade 

It was the intention of Congress to promote a policy of free competi- 
tion both in domestic interstate commerce and in foreign trade. Monop- 
olizing and restraint of trade or commerce “among the several States, 
or with foreign nations,** are proscribed by the terms of the Sherman 
Law. Only a few cases have been adjudicated in the courts relative 
to foreign trade. They concern actions of ocean shipping companies or 
commercial importers. Although it was undoubtedly covered by the 

57 42 Stat. 388 (1922). It appears that the Department of Agriculture has never 
taken any action with respect to cooperatively determined prices under this law. 

»8 60 Stat. 246 (1937). 

50 United States v. King, 260 Fed. 908 (1916). 

60 308 U. S. 188 (1939). 
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anti-trust act, monopoly in export trade has given rise to no litigation. 
Very significant modifications in anti-trust policy regarding at least 
two phases of foreign trade provide a large part of the reason. 

Several decisions relating to cooperation between steamship companies 
and the use of unfair competitive methods were rendered by lower 
Federal Courts prior to the First World War. 61 Because most of these 
arrangements were discontinued with the outbreak of war, the Supreme 
Court declined to review the questions on their merits, on the ground 
that they had become moot. 62 In Thomsen v . Cayser 63 however, the 
Supreme Court held that a combination of foreign-owned common car- 
riers operating between New York and South African ports violated the 
Sherman Act. The carriers had entered a so-called “conference” or 
agreement not to compete amongst themselves, and had utilized “de- 
ferred rebates” and “fighting ships” to suppress outside competition. 
The combination was found to restrain unreasonably the foreign com- 
merce of the United States. It could not be excused, said the Court, 
on the ground that it was beneficial and “was induced by good motives 
or produced good results.” 

Impressed with the usefulness of conference agreements as means of 
curbing excessive competition and maintaining stable rates and satis- 
factory service, Congress, after due investigation, modified the tradi- 
tional policy with respect to them. 64 Such conference agreements were 
legalized under the anti-trust laws, but at the same time were brought 
within governmental control in the Shipping Act of 1916. 65 Agreements 
between common carriers engaged in foreign commerce resulting in the 
fixing of rates, pooling of earnings, or the regulation of traffic must be 
filed with and approved by the United States Maritime Commission. 
Numerous unfair or discriminatory practices are also outlawed. In 
cases where practices violate the anti-trust laws but are covered by 
the Shipping Act, individuals must seek relief from the Commission in 
the first instance. 66 

But even more significant to the American economy is the modifica- 
tion of traditional anti-trust policy with respect to export trade. 
Prompted by the mercantilist notion that export trade should be given 
encouragement, despite its restrictive policy upon the importation of 
foreign goods and services, Congress enacted the Webb-Pomerene Act 


61 U. S. v. Hamburg-American Steamship Co., 200 Fed. 806 (1911); Same, 216 
Fed. 971 (1914) ; U. S. v. Prince Line, 220 Fed. 230 (1916). 

62 239 U. S. 466 (1916); 242 U. S. 537 (1917). 

’ 63 243 U. S. 66 (1917). 

64 Report on Steamship Agreements and Affiliations in the American Foreign 
& Domestic Trade, 63rd Congress, 2nd Session, House Document No. 805 (1914). 

33 39 Stat. 728 (1916). 

66 U. S. Navigation Co., Inc., v . Cunard Steamship Co., 284 U. S. 474 (1932). 
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in 1918. 67 Business interests engaged in foreign trade advocated the 
legalization of export associations as a means of better meeting the 
strong competition encountered in foreign markets. And the Federal 
Trade Commission gave them support. It found the explanation for 
the greater competitive strength of British and German traders not in 
the fundamental principle of comparative advantage but in the “superior 
facilities and more effective organizations* 7 maintained in foreign coun- 
tries. 68 Legal restrictions prevented the development by American 
firms of “equally ‘effective organizations for overseas business. 77 The 
Commission recommended that with appropriate safeguards for domestic 
consumers and competing producers, legislation be enacted to permit 
cooperative action by firms engaged in export trade. 

The heart of the Webb-Pomerene Act is the provision that nothing in 
the Sherman Law is to be construed as declaring illegal “an association 
entered into for the sole purpose of engaging in export trade and actually 
engaged solely in such export trade, or an agreement made or act done in 
the course of export trade by such association, provided such association, 
agreement, or act is not in restraint of trade within the United States, 
and is not in restraint of the export trade of any domestic competitor of 
such association. 77 

General supervision over export associations with an eye toward pre- 
venting an abuse of their privileges was vested in the Federal Trade 
Commission. Every association is required to file organizational papers 
with the Commission and to supply annually such information respecting 
its organization and business as the Commission may require. The 
Commission may proceed against unfair methods used against com- 
petitors in export trade, even though the practices are carried on “with- 
out the territorial jurisdiction of the United States. 77 And it is directed 
to investigate the ‘conduct of export combinations which may be sus- 
pected of restraining the export trade of domestic competitors or “which 
artificially or intentionally enhances or depresses prices ... or which 
substantially lessens competition within the United States.” If a viola- 
tion of the law is established, the Commission may only recommend that 
the association readjust its organization or conduct. In the event that 
the recommendations are ignored, the matter is. to be referred to the 
Attorney-General for such action as he may deem proper. 

Not a great many industries have taken advantage of the provisions 
of the law. The number of associations has varied from a low of forty- 
three in 1920 and in 1935 to a high of fifty-seven between 1929 and 1931. 
There were forty-four associations registered with the Commission in 

67 Export Tra*de Act, 40 Stat. 516 (April 10, 1918). 

68 Federal Trade Commission, Report on Cooperation in American Export Trade • 

Part I, p. 3 (1916). 
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February, 1940, and they represented some 434 member firms.** In the 
peak year of 1929, the total exports of the combines amounted to $724,- 
100,000, or slightly less than 14 per cent of the total merchandise exports 
of the United States. The products exported by the associations in- 
clude a considerable variety of raw materials and manufactured goods, 
but by far the greatest concentration is in metals and metal products 
and in the products of wells and mines. 

The striking fact about the operation of the Webb-Pomerene Act, 
however, is the relatively small amount of supervision which has been 
exercised over the affairs of the export associations. The Commission 
has expended an insignificant portion of its efforts and budget in the 
administration of the law. 70 It seems to have confined its surveillance 
to the routine tasks of registering the associations, accepting periodic 
reports, and publishing summaries of trade statistics and of the advan- 
tages allegedly accruing to participating firms. No careful analysis of 
the effects of their operations upon output or prices in domestic trade has 
ever been made. Yet this was regarded as of vital importance by legis- 
lators when the policy was debated in Congress, and the Commission 
was given full responsibility for protecting domestic interests. 71 During 
the twenty-odd years that the law has been in effect, the Commission 
has brought only one formal action against an export association. It 
recommended some readjustment of the business of a plywood associa- 
tion in order to eliminate restraint upon the export trade of other Amer- 
ican firms. 72 Apart from possible informal action, the only other pro- 
ceedings under the law have related to unfair methods of competition. 
A handful of complaints have been brought by the Commission, chiefly 
against misrepresentation, but most of them were dismissed without any 
reasons given. 78 

Exemplary conduct on the part of export combinations might supply 
reason for the meagre regulatory action. But the evidence which has 
come to light with respect to at least two associations would seem to 
deny any such optimistic explanation. In taking advantage of the ex- 
tremely liberal ruling by the Commission as to what might be done under 

88 T. N. E. C., Export Prices and Export Cartels, Monograph No. 6 (1941), p. 
135. 

T0 The cost of administering export trade was reported as $4921 of total costs of 
$1,152,542 in 1929, and in 1940 the cost was $9252, as compared with total costs of 
$2,252,989. F. T. C., Annual Reports, 1929, p. 141; 1940, pp. 150-151. 

11 See Leslie T. Fournier, "The Purposes and Results of the Webb-Pomerene 
Law,” American Economic Review, Vol. XXII (March, 1932), pp. 18-33. 

72 Pacific Forest Industries, January 27, 1940, F. T. C., Annual Report, 1940, pp. 
129-130. 

78 For a collection of these complaints, see Commerce Clearing House, Inc., 
Trade Regulation Service (eighth edition), Vol. I, pp. 534-535. 
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the terms of the law, exporters have pursued policies injurious to domes- 
tic markets. In 1924, after inquiry from a group of silver producers, the 
Commission ruled, among other things, that (1) an association might 
enter into cooperative arrangements with foreign companies for the sole 
purpose of operation in foreign markets, and (2) that associations need 
not engage in actual selling but could confine their activities to allotting 
export orders among their members or fixing prices at which products 
were to be sold. 74 

The Commission overlooked the fact that the original purpose of the 
law was to enable exporters to obtain the economies inherent in joint 
selling agencies. 75 Under its rulings this limited objective is obscured, 
and emphasis is placed upon the purpose of controlling price and output 
policies in world markets. And if we have no conscience where foreign 
markets are concerned, we should have the intelligence to recognize that 
monopoly in the world market will mean monopoly in our domestic 
market. 

The interrelation of markets is clearly evident in the operations of 
Copper Exporters, Inc. Organized in 1926 by the leading American cop- 
per producers, it associated itself by agreement with practically all of 
the important copper producers and dealers in the world. 76 The result- 
ing international cartel fixed prices and allocated sales on a world basis. 
The domestic price moved upward along with world prices, and was 
pegged at eighteen cents per pound for a whole year beginning April 15, 
1929. This was accomplished in the face of a declining demand and an 
increase in stocks, and gave clear evidence of concerted action by domes- 
tic suppliers. When the world depression and the accumulated stocks of 
copper made it impossible to maintain the artificially fixed price, both 
the London and the New York prices fell precipitously. In 1930 and 
1931 producers agreed to curtail world production, but they did not pre- 
vent the American price from falling to five cents per pound. Since 
1933, Copper Exporters has been inactive, and most of its members 
have withdrawn. 77 

American experience under the Export Trade Act suggests the folly 
of encouraging producers to combine for trade purposes. The policy is 
quite contrary to our traditional attitude toward combinations in domes- 
tic trade, yet official sanction is given to the creation of combines to ex- 

74 Letter of Federal Trade Commission to Silver Producers' Committee, dated 
July 31, 1924; reproduced in T. N. E. C., Monograph No. 6, pp. 125-128. 

75 Fournier, op. cit., pp. 21-22. 

76 For accounts of the activities of Copper Exporters, Inc., see Fournier, op. cit., 
and T. N. E. C., Hearings on Cartels , Part 25 (1940), pp. 13089-13301. 

77 Another illustration of the operation of the Webb-Pomercre Law is found in the 
workings of the Sulphur Export Corporation described in Chap. 26. 
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ploit the consuming public of foreign countries. 78 If the relative ef- 
ficiency of various branches of American industry makes for participa- 
tion in foreign commerce, there would seem to be no need to eliminate 
competition. And it is inconceivable that producers who act in collusion 
with respect to foreign sales and prices will not be tempted to follow 
like procedures in domestic markets. Whether or not they do so con- 
sciously, the very fact that the source of supply is common to both 
markets makes it inevitable that output and price policies will be inti- 
mately related. In such circumstances it is an arduous task to prove 
a conspiracy which “artificially or intentionally” enhances prices within 
the United States. Certainly the generosity of the Federal Trade Com- 
mission in construing the law and the lack of vigilance in protecting the 
domestic economy suggest that the departure from traditional policy 
has gone too far. A reconsideration is called for on grounds both of 
principle and experience. 

The only phase of international trade not subjected to a change of 
anti-trust policy has been importing. Despite a confirmed disposition 
to exclude foreign competition by means of the tariff, Congress has never 
been willing to allow combines to control goods entering the country. 
The Sherman and Wilson Tariff Acts 79 stand on the statute books as 
manifestations of this policy, while the Tariff Act of 1930 condemns un- 
fair methods of competition in the import trade. 80 

In actual practice little has been done to prevent combinations operat- 
ing in import trade. The leading case of United States v. Sisal Sales 
Corporation, 81 decided in 1927, involved the importation of sisal from 
Mexico, a fibre from which more than 80 per cent of the binder twine 
used in the United States is manufactured. Sisal Sales Corporation, 
with the aid of American banking firms and others, had become the ex- 
clusive selling agent in the world market for the sole Mexican enterprise 
buying sisal from producers. Being the only American importer, it was 
able to fix arbitrarily high prices. The Supreme Court found the com- 
bination to be in violation of both the Sherman Act and the Wilson 


78 It is interesting to note that in 1919 the Federal Trade Commission stated that 
some fear had been expressed in South American countries that the consuming 
public would be harmed by strengthening the hands of American trusts and monop- 
olies. T. N. E. C., Monograph No. 6, p. 245. 

70 28 Stat. 570 (1894), amended 37 Stat. 667 (1913). The provisions of the act 
have been outlined earlier in this chapter. 

80 46 Stat. 703 (1930). Administered by the United States Tariff Commission, 
the cases of unfair competition consist chiefly of alleged patent infringement and 
the copying of domestic articles, by importers. The Tariff Commission has rec- 
ommended that patent cases be transferred to the Federal Courts exclusively and 
that other unfair competition cases be handled entirely by the Federal Trade 
Commission. See Annml Report , 1936, pp. 45-47. 

81 274 U. S. 268 (1927). 
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Tariff Act. Since the conspiracy was entered into by parties within the 
United States and effected by acts within its borders, the Court was able 
to distinguish it from an earlier case in which the action had taken place 
in a foreign country. 82 Subsequent cases against the quinine and potash 
monopolies were settled by consent decrees. 83 The foreign monopolies 
were enjoined from fixing re-sale prices, discriminating between purchas- 
ers, and other practices within the United States, but acts and agree- 
ments entirely completed without the United States were exempted from 
the law. 

An attempt was made in the late 1920’s to revise the Webb-Pomerene 
Act in such fashion as to permit combines for importation of crude rub- 
ber, potash, sisal, and such other raw materials as might be certified 
by the Secretary of Commerce. The purpose was to combat, by the 
creation of bargaining monopolies, certain foreign monopolies in raw 
commodities. The Newton Bill contained various safeguards against 
withholding stocks, raising prices, and other possible abuses within the 
domestic market. 84 They were to be administered by the Federal Trade 
Commission. Although supported by Secretary of Commerce Hoover, 
the Department of Justice, and numerous trade organizations, the bill 
failed of enactment. One of the main arguments in favor of this bill 
was removed in 1928 when the British announced the discontinuance of 
their restrictions on rubber. It was fortunate that the proposed plan did 
not materialize. Collective action might have increased the bargaining 
strength of American buyers, but the creation of a buyers’ monopoly to 
match the sale monopoly seems a poor way to create competition. Much 
more effective means to assure supplies of essential products at fair prices 
can be found in the development of substitutes and alternate sources of 
supply. There is a real danger to the domestic economy in placing con- 
trol of essential raw materials in the hands of import associations. Ade- 
quate safeguards strictly enforced would meet the situation. But experi- 
ence with export associations suggests that existing regulatory machinery 
cannot be relied upon to deal effectively with legalized monopoly. 

(3) Forms of Organization 

There is no ambiguity in the language of the Sherman Act with re- 
spect to the various organizational forms which a restraint of trade or 
monopoly may take. “Every contract, combination in the form of trust 
or otherwise,” is made illegal in the first section. This phrasing seems 

82 American Banana Co. v. United Fruit Co., 213 U. S. 359 (1909). 

88 U. S. v. N. V. Amsterdamsche Chininefabriek et al., D. C. N. Y. 1928 (Dutch 
Quinine Monopoly); U. S. v. Deutsches Kalisyndikat Gesellschaft et al ., D. C. 
N. Y. 1929 (Franco-German Potash Cartel). 

84 H. R. 8927, 70th Congress, 1st Session (1928). 
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'to leave little room for doubt as to the inclusion of all forms of business 
organization. Yet there could be no certainty until the courts had 
passed upon specific cases. 

The cases decided by the Supreme Court have confirmed the view that 
the Act means what it says. Loose-knit combinations effected by sim- 
ple price agreements were condemned in the Trans-Missouri and Joint 
Traffic cases, 85 and price-fixing and pooling were involved in the success- 
ful Addyston Pipe case. 86 Some doubt as to the inclusion of corporate 
combinations might have arisen from the Knight case, 87 but it could not 
be serious in view of the emphasis placed upon the intrastate character 
of the sugar trust’s business. The only real attempt to challenge the all- 
embracing nature of the law was with respect to the holding company. 
But in the classic Northern Securities Company v. United States the 
Supreme Court found no ground for an exemption. 88 

The Northern Securities Company, a New Jersey corporation created 
in 1901, controlled most of the stock of the Northern Pacific and Great 
Northern Railways. These .two railways, the first dominated by J. P. 
Morgan and the second by James J. Hill, were parallel and competing 
roads extending from Duluth and St. Paul to the Pacific Coast. Despite 
the inability of an earlier attempt at consolidation to circumvent a 
Minnesota law, the combination was effected. 89 It came as a compro- 
mise after a dramatic financial struggle between the Hill-Morgan inter- 
ests and those of E. H. Harriman. When the Northern roads acquired a 
controlling interest in the Chicago, Burlington & Quincy in order to give 
them a connection with Chicago, Harriman, who controlled the Union 
Pacific, w r as much concerned, and in self-defense acquired vast holdings 
of the stock of the Northern Pacific. Since there was considerable legal 
doubt as to who would win actual control over the Northern Pacific, the 
fight was compromised by the exchange of the stock of the Northern 
Securities Company for the shares of both the ^Northern Pacific and the 
Great Northern. Competition between the two railroads was thereby 
eliminated, although there still existed a rivalry for traffic between them 
and other trans-continental roads. 

The government brought suit to dissolve the combination and to com- 
pel the holding company to divest itself of the stocks of the competing 
roads. A decree of a lower court requiring the dissolution of the com- 
bination was upheld by the Supreme Court by a vote of 5 to 4. Justice 
Harlan, speaking for the majority, ruled in general that (1) railroad 


85 166 U. S. 290 (1897); 171 U. S. 505 (1898). 

88 175 U. S. 211 (1899). 

8T 156 U. S. 1 (1895). 

88 193 U. S. 197 (1904). 

89 Pearsall v . Great Northern Railway Co., 161 U. S. 646 (1896). 



THE SHERMAN ACT AND ITS INTERPRETATION 


329 


carriers are embraced by the act; (2) all direct restraints of trade are 
unlawful, and not only those unreasonable in their nature ; and (3) that 
a combination need not be shown to result in a complete suppression of 
trade, if it can be shown that by its natural operation it tends to create 
monopoly and to deprive the public of the advantages of competition. 

The defendants had contended that the Northern Securities Company 
was chartered by New Jersey and authorized to acquire stocks of other 
companies, and hence an enforcement of the Sherman Act would amount 
to unauthorized interference with the internal commerce of the states. 
The Court was not impressed. It was admitted that the power of state 
corporations to acquire and hold stocks is largely a matter of state 
regulation and hot within the sphere" of interstate commerce. But, said 
Justice Harlan, “No State can, by merely creating a corporation, or in 
any other mode, project its authority into other States, and across the 
continent, so as to prevent Congress from exerting the power it possesses 
under the Constitution over interstate and international commerce, or 
so as to exempt its corporation engaged in interstate commerce from 
obedience to any rule lawfully established by Congress for such com- 
merce.” Since it was the national policy to eliminate combinations 
whose purpose and effect were to suppress competition, the powers of 
state corporations could not be permitted to stand in the way of achiev- 
ing the objective. 90 

While the economic results of the dissolution of the Northern Securities 
Company were of little account because of the community of interest 
which followed, the case was tremendously important to the administra- 
tion of anti-trust policy. 91 It was the first victory in the Supreme Court 
for the government in a case involving a close-knit combination. More- 


* 90 Justice Holmes, in his dissenting opinion, argued that the holding form of com- 
bination, was not covered by the language of the statute, since it simply ended 
competition between the parties to the community of interest. He said: “. . . In 
my opinion there is no attempt to monopolize and what . . . amounts to the same 
thing, . . . there is no combination in restraint of trade, until something is done 
with the intent to exclude strangers to the combination from competing with 
it. . . .” Since the case involved a fusion of competitors and there was no evidence 
of intent to exclude others, he held there could be no unlawful combination. 

01 The' shares of the railroad companies were distributed ratably to the share- 
holders of the Northern Securities Company. Harriman objected to being made a 
minority shareholder in each road, but was overruled in Harriman v. Northern Se- 
curities Co., 197 U. S. 244 (1905). The Hill-Morgan group held majority control 
in each railroad, so there was little chance for the restoration of competition. 

The economic desirability of combining the two properties was recognized by the 
Interstate Commerce Commission in 1929. A “final plan” of consolidation, promul- 
gated on December 9, 1929, placed the Northern Pacific and the Great Northern 
in System No. 12 (159 I. C. C. 522). A petition for stock control and lease by a 
holding company was actually approved by the Commission in 1930 (162 I. C. C. 
37), but the application was later withdrawn, and nothing has been done to effect 
a consolidation. 
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over, it dispelled any illusion on the part of business men that the con- 
venient holding company device could be used safely to create monopoly. 
It encouraged the government to attack combinations that used the 
device, and discouraged promoters. The tobacco combination, for ex- 
ample, in 1904 shifted its organization from the holding company form 
to an asset-owning corporation, allegedly because of the Supreme Court 
decision. This decision may have been of considerable significance as 
a factor explaining the end of the great combination movement started 
in the late nineties. 

Subsequent decisions and pronouncements have reinforced the conclu- 
sion that the form of the combination is no bar to the application of 
the law. In the American Tobacco case the Court stated that the policy 
of the law cannot be frustrated “by resorting to any disguise or subter- 
fuge of form.” 02 The company owned and operated physical properties 
which had been combined by consolidation, and also owned stock in 
some subsidiaries. And later a minority stockholding was recognized as 
a means by which violations of the law might be organized. 93 Even the 
loosely organized and conventional trade association was brought within 
the orbit of the statute when it was used as an instrument for the sup- 
pression of competition. 94 

(4) Degree of Restraint 

How far may a combination go in restricting competition or in con- 
trolling a market before it runs afoul of the anti-trust law? The ques- 
tion presents the most controversial as well as the most difficult issue 
which has arisen in the interpretation and administration of the law. 
The key words of the statute, “restraint of trade” and “monopolize,” 
were familiar terms in the common law, but they were given no precise 
definition by Congress. It was up to the courts to determine their mean- 
ing and to apply them to the modern industrial world. The general 
objective of the law was to maintain competition, but when virtually 
every business situation or arrangement presented an admixture of com- 
petitive and monopolistic elements, it was no easy task to distinguish the 
lawful from the unlawful. Yet the success or failure of the anti-trust 
policy depended in great measure on the ability of the courts to establish 
standards which could be helpful in detecting and suppressing the mo- 
nopolistic elements which were adverse to the public interest. 

It was in connection with this question of the degree of restraint that 


92 221 U. S. 106 (1911). 

98 U. S. v. Union Pacific Railroad Co., 226 U. S. 61 (1912). 

94 American Column <& Lumber Co. t>. U. S n 257 U. S. 377 (1921). 
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the “rule of reason” was injected into the interpretation of the Sherman 
Act. Since the notion of reasonableness has played such a large part in 
testing the legality of trade restraints, the origin and nature of the rule 
will first be considered. Certain of the more important decisions apply- 
ing the rule of reason will be analyzed in the following chapter. 

When the Supreme Court was first importuned to adopt the rule of 
reason, it rejected the suggestion by a vote of 5 to 4. This was in the 
Trans-Missouri Freight Association case 96 of 1897, the facts of which 
have already been outlined. The carriers contended that Congress in- 
tended only to outlaw those trade restraints which were “unreasonable” 
and therefore unlawful at common law. It was urged that, since the 
freight association merely sought to prevent ruinous competition and 
to maintain reasonable rates, the restriction of competition was reason- 
able and lawful. But the Court declined to accept this view, because of 
the unqualified condemnation of “every” trade restraint. The all-inclu- 
sive language of the statute left no room for the legal standards of the 
common law, even assuming that the railroad agreement not to compete 
might have been upheld under that law. Any exceptions would have to 
be written into the law by Congress and could not be inserted “by a 
process of judicial legislation wholly unjustifiable.” 

Despite the uncompromising attitude which the majority of the Court 
seemed to have assumed, it cannot be said that its members were willing 
to go to the extreme of condemning all restraints or limitations on com- 
petition. Justice Peckham conceded, for example, that the restrictive 
covenant which was ancillary to the sale of a business was not within 
the scope of the law. This type of contract, it will be recalled, was the 
first to be judged in restraint of trade under the common law, and in 
connection with which the rule of reason later originated. And in the 
Joint Traffic Association case 96 of 1898, Justice Peckham mentioned the 
formation of a corporation, a partnership, or a common selling agency 
by two persons engaged in the same business as not necessarily violating 
the law. These contracts were necessary for the promotion of ‘legitimate 
business and restrained interstate commerce only in “some remote and 
indirect degree,” and hence could not be regarded as true restraints of 
trade. 

It is fruitless to speculate on the precise meaning of the Sherman Act 
as interpreted by the Court. That could only be ascertained by deci- 
sions in cases presenting a variety of business situations, and these were 
never presented to the Court. The most that can be said is that the 
majority inclined toward a more literal and severe construction than 

w 166 U. S. 290 (1897). 

•• 171 U. S. 605 (1898). 
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did Justice White and the dissenting minority. For this ^reason pro- 
moters and business men had more to fear from the operation of the 
anti-trust law. Any combination of considerable power or size was 
suspect under the law, irrespective of its purpose or ability to control the 
market. But it should be recognized that, despite anything said by 
Justice Peckham regarding the lack of Congressional intent to codify the 
common law, the actual decisions on the facts presented in the Freight 
Association cases were * not inconsistent with the common law. While 
there was some disposition on the part of certain American courts to 
apply the test of reasonableness to horizontal agreements between com- 
petitors, the weight of American legal authority was to the effect that 
all agreements restricting competition between members of the same 
industry were unlawful. 97 They were void, regardless of good motives 
or reasonableness of the prices fixed. There was not the sharp break 
with the common law that might be inferred from the contentions of the 
railroads and the disagreement between the members of the Court. 

Fourteen years after its pronouncements in the Traffic cases, the Su- 
preme Court was prepared to re-state its position with respect to the 
degree of trade restraint permitted under the Sherman Law. This was 
done by way of obiter dictum in the classic Standard Oil 98 and American 
Tobacco 99 cases of 1911. The facts of these cases have been set forth 
in detail in previous chapters, so it is unnecessary to review them here. 
Suffice it to say that in the organization and competitive behavior of 
these companies the Court found unmistakable evidence of an intent to 
monopolize their respective industries and to protect their monopolies by 
the exclusion of competitors. The combinations were found to be il- 
legal, and their dissolution was ordered. 

Chief Justice White, who had also written the minority opinion in 
the Trans-Missouri Traffic case, expounded the “rule of reason” at great 
length in his majority opinion in the Standard Oil case. His basic no- 
tion was that the terms of the statute had well-known meanings in the 
common law and that they were employed by Congress in their common 
law sense. What were the meanings of “restraint of trade” and “mo- 
nopolize” in the common law? Since there were divergent views as to 
the definition of restraint of trade in the common-law precedents, it was 
necessary for Chief Justice White to choose between them. His exami- 
nation of the precedents led him to the conclusion that all agreements 

97 See the section on the development of the common law, especially the views 
of Judge Taft as set forth in the Addyston Pipe case. For a, confirmation of the 
general views expressed above see T. N. E. C., A Study of the Construction and 
Enforcement of the Federal Antitrust Laws, Monograph No. 38 (1941). This ex- 
cellent study, written by Professor Milton Handler, is highly recommended. 

98 221 U. S. 1 (1911). 

"221 U, S. 106 (1911). 
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restricting competition were tested by the rule of reason and that only 
those which restrained trade unreasonably were unlawful. In this he 
was following the English precedents and a minority of American courts. 
Those contracts were unreasonable which tended to produce the effects 
of monopoly, such as restrictions on the freedom of traders, curtailment 
of output, and undue enhancement of prices. Thus viewed, monopoly 
and restraint of trade were synonymous terms, and were to be so treated 
in applying the Sherman Act. When the phrase “restraint of trade” 
was used in the first section of the law, it was the equivalent of undue 
restraint or “monopolize,” and the effect of the section was to outlaw “all 
means of monopolizing trade.” The purpose of the second section of 
the law was to reenforce the first section by forbidding all “attempts” 
to monopolize trade or to restrain it unduly by any means whatsoever. 
The two sections of the law were read together and harmonized in this 
fashion. Their legal meaning was the condemnation of “unreasonable 
restraints of trade” or “monopoly.” 

Since the Supreme Court had explicitly rejected the “rule of reason” 
in the Traffic Association cases, over the strenuous objection of Justice 
White and his dissenting minority, one might justifiably conclude that 
the Court reversed itself in 1911. Curiously enough, this was not ad- 
mitted. An effort was made to reconcile the decisions on the ground that 
the earlier cases had distinguished between restraints having direct and 
immediate effects upon interstate commerce and those only remotely 
affecting commerce. It is doubtful whether this distinction, which seems 
to emphasize the jurisdictional aspect of interstate commerce, could be 
interpreted to mean the rule of reason. Chief Justice White did not be- 
lieve so in 1897, and he was not too sure of his new position in 1911. He 
stated: “And in order not in the slightest degree to be wanting in frank- 
ness, we say that in so far, however, as . . . the language referred to 
conflicts with the construction which we give the statute, they (Traffic 
Association cases) are necessarily now limited and qualified.” 100 But 
Justice Harlan, who concurred in the dissolution of the oil and tobacco 
trusts and dissented from the enunciation of the rule of reason, was 
strongly of the opinion that the Court had reversed itself. 101 He cited 
language from numerous decisions of the Court showing the acceptance 
of the doctrine that “every” restraint, reasonable or unreasonable, was 
illegal. Concern was expressed over the indefiniteness of the new legal 
standard and the difficulties inherent in its application. His main criti- 
cism, however, was that the Court was here usurping a legislative func- 
tion in reading new words into the statute and thereby modifying what 

100 Standard Oil Co. v . United States, 221 U. S. 1, 67-68 (1911). 

101 Ibid., pp. 82-106. 
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was to some a harsh public policy. He feared the effects of such “judi- 
cial legislation” upon our traditional institutions. 

It was more or less inevitable, irrespective of the wanderings of the 
courts in the realm of legal rationalization, that a “reasonable” inter- 
pretation of the Sherman Act would be reached eventually. A literal 
construction of the rhetorical phraseology of the statute would have been 
impracticable and virtually impossible of strict enforcement. Economic 
forces were at work which made for larger and larger production units. 
There were economies to be had from large-scale production, such as 
specialization of labor and machinery, the use of mechanical power, and 
quantity buying of materials. A public policy which prevented the 
attainment of greater efficiency in production and trade would have been 
most unwise. There would have been no challenge to firms that at- 
tained greater size and efficiency through a process of growth and capital 
expansion. Yet a combination of competing firms that sought the same 
management and production economies would have been suspect and 
probably prosecuted under a strict interpretation of the law. Under a 
more liberal interpretation, however, where combinations were created 
not for the purpose of economical operation but for the control or sup- 
pression of competition, the law could take hold. The rule of reason 
made the law more flexible, but it was still directed at the evil of monop- 
oly. Monopolistic combinations were not to be tolerated even under 
the more liberal construction. No business arrangement or combination 
that was inconsistent with the purpose of maintaining a competitive 
economy was to be condoned. So interpreted, the rule of reason was in 
harmony with the original intent of Congress. 

Despite the elaborate re-statement of the law, numerous questions of 
vital importance were left unanswered. How was monopoly to be de- 
fined? What objective tests were to be applied to ascertain the exist- 
ence of monopoly? Did overwhelming size and the power to control 
prices and output constitute monopoly? Or was it necessary to show an 
assertion of that power? These and other issues were to be decided on 
the facts presented in subsequent cases. 



17 


Application of the Sherman Law after the 
Rule of Reason 


The classification of cases decided by the Supreme Court into those 
involving close-knit combinations and those relating to loose combina- 
tions will be followed in the consideration of Sherman Act interpretation 
after 1911. In the present chapter, however, the discussion will be 
confined to the close combinations. Agreements and other forms of 
cooperation between competing firms will be considered in a subsequent 
chapter. The legality of such arrangements will be taken up at the con- 
clusion of a study of their nature and prevalence in American industry. 

It should be pointed out at this juncture, however, that the enunciation 
of a rule of reason has had little if any effect upon the legality of co- 
operative arrangements between competitors. Courts have been dis- 
posed, with the possible exception of the Appalachian Coals 1 case of 
1933, to find illegal any contract for division of territory, control of 
supply, fixing of prices, or other restriction on competition. The very 
fact of an agreement not to compete has been accepted as evidence of 
restraint of trade and an attempt to monopolize. There has been no 
insistence upon a showing of wrongful intent on the part of the contract- 
ing parties, and good motives have not been permitted to justify collu- 
sive action. No inquiry has been made into the degree of market con- 
trol enjoyed by the parties and the existence of actual monopoly power. 
The restriction upon competition itself has been regarded as an injurious 
element in the economy and therefore unlawful. The only perceptible 
change worked by the rule of reason is that restrictive agreements are 
now termed “unreasonable restraints of trade.” 

The standard of reason has been far more important in the merger or 
consolidation cases. Since firms combined for a variety of reasons, it 
could not be assumed that the restriction of competition resulting from 


1 Appalachian Coals, Inc., v. United States, 288 U. S. 344 (1933). But cf. United 
States v. Socony-Vacuum Oil Co., 310 U. S. 150 (1940). 
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a merger was conclusive evidence of monopoly or an attempt to monopo- 
lize. It was necessary to make a careful investigation of the facts in 
each case before judgment was rendered. One of the most important 
elements to establish was the intent of the parties. If it were shown 
that the intention was to create a monopoly, there could not be much 
doubt as to the probable consequences of a consolidation of firms. As 
suggested in the Standard Oil and American Tobacco decisions, intent 
was to be inferred from the history of the combination, methods used 
to obtain control, the extent of market control, and the manner in which 
control was exercised and maintained against outside competitors. The 
companies had actually succeeded in gaining over 85 per cent control of 
their respective industries, frequently using predatory methods to stamp 
out competitors, so there was little difficulty in finding wrongful intent 
and illegal combination. Even good intentions could not have condoned 
these trusts if the law were to be taken at all seriously. If the general 
approach of the courts was to be fruitful, it could be so only in cases 
where there was real doubt as to the existence of monopoly. But even 
in these cases, it is questionable whether moral considerations are satis- 
factory data upon which to base a determination of the economic fact 
of monopoly power. 

It is noteworthy that the close combinations condemned by Supreme 
Court decisions since 1911 have involved either common carriers alone 
or railroads in relation to the anthracite coal industry. The first of 
these was the St. Louis Terminal case. 2 Here was presented a monopoly 
of railroad terminal facilities which was significant because of the 
peculiar geographical position of St. Louis. The city is located on a 
group of hills hugging the west bank of the Mississippi River. Although 
twenty-four railroads converged at St. Louis, not one of them passed 
through the city or had its own direct physical connections with the 
others. The limited space available and the prohibitive cost of con- 
structing tunnels, bridges, and rail connections precluded individual ac- 
tion in supplying the necessary facilities. The Terminal Association, 
organized by some of the railroads in 1889, gradually acquired all of the 
independent terminal companies that owned ferries, bridges, and other 
facilities in the area, and operated them as a single system. Only four- 
teen of the twenty-four interested carriers were proprietary members of 
the association. Other railroads could be admitted to the joint use of 
the terminal system, but only with the unanimous consent of the four- 
teen member companies. The power thus retained had not been abused, 
however, since the terminal company paid no dividends and had per- 
mitted non-member roads to use the facilities at the same rates charged 


* United States v. Terminal Railroad Association of St. Louis, 224 U. S. 383 (1912). 
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the proprietary companies. The only practices warranting condemna- 
tion were certain discriminations against some traffic moving over the 
terminal facilities. 

The Supreme Court conceded that in ordinary circumstances the unifi- 
cation and exclusive use of terminal properties would not be unlawful. 
An intent to monopolize was inferred in this particular case from the ex- 
tent of the control over facilities which all carriers were under compul- 
sion to use. Although it had not been exercised, the proprietary roads 
had the clearly stated authority to exclude others. The Court em- 
phasized the fact that this was of great importance, because of the 
physical and economic impracticability of constructing new and compet- 
ing terminal facilities. Since non-member carriers were compelled to 
use the unified system, the mere existence of the power of exclusion made 
the combination illegal. 

The remedy decreed by the Court was based on the point that the 
terminal association was not an “impartial agent” of all the railroads. 
The petition of the government to dissolve the association and apportion 
its business among three companies was not granted. It is at this point 
that the standard of reason could be said to come into full play. The 
Court was impressed with the economic advantages of unification and 
wished to preserve them. Hence, the parties were permitted to file a 
plan modifying the administrative features of the association. Provi- 
sion was to be made for the admission of any existing or future railroad 
to joint ownership on reasonable terms, and for the use of the combined 
facilities at’ equitable rates by those carriers electing not to become joint 
owners. The discriminatory practices against certain traffic were to be 
abolished, but nothing was to interfere with the exercise of the regulatory 
powers conferred by statute upon the Interstate Commerce Commission. 
Such a reorganization, in the opinion of the Court, would preserve the 
efficiencies of terminal unification and place the carriers on such a basis 
of equality ns to avoid the harmful consequences of monopoly. 

Involved in the other two purely railroad cases were the Union Pacific, 
the Southern Pacific, and the Central Pacific. 3 These carriers are im- 
portant elements in the trans-continental system. The Union Pacific 
operates from Omaha, Nebraska to Ogden, Utah, where it joins the main 
line of the Central Pacific extending to San Francisco. A branch line 
of the Union Pacific reaches from Ogden to Portland, Oregon, from which 
Pacific port a steamship line is operated to San Francisco. The Union 
Pacific has, therefore, no direct rail connection with San Francisco, al- 
though it -was provided in the Pacific Railroad Acts of 1862 and 1864 

8 United States v. Union Pacific Railroad Co., 226 U. S. 61 (1912) ; United States v . 
Southern Pacific Co., 259 U. S. 214 (1922). 
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that the Central Pacific and Union Pacific should be operated as a con- 
tinuous line. The rail line of the Southern Pacific extends from New 
Orleans to Los Angeles, and up the Pacific Coast to San Francisco and 
Portland. The inter-corporate connection between these companies 
dates from 1885, when the Southern Pacific obtained a ninety-nine-year, 
lease of the Central Pacific. A controlling interest in the stock of the 
Central Pacific was also acquired in 1899. The Union Pacific, dominated 
by Harriman, whose ambition was to obtain control of the western rail- 
roads, entered the picture shortly thereafter. It succeeded in acquiring 
a 46 per cent stock interest in the Southern Pacific in 1901. These were 
the combinations which the government sought to break up. 

On the strength of the Northern Securities decision and other railway 
cases, the Supreme Court dissolved the Union Pacific-Southern Pacific 
combination in 1912 4 * and the Southern Pacific-Central Pacific combina- 
tion in 1922.° -The basis for the decisions was simply that the com- 
bination of competing firms eliminated existing competition. Such a 
consolidation, said the Court in the Union Pacific case, destroyed or 
greatly abridged the “free operation of competition theretofore existing,” 
and tended to bring about higher rates and less activity in furnishing 
prompt and efficient railway service. The Court concluded: “Nor does 
it make any difference that rates for the time being may not be raised 
and much money be spent in improvements after the combination is 
effected. It is the scope of such combinations and their power to sup- 
press or stifle competition or create monopoly which determines the ap- 
plicability of the act.” 6 In the Southern Pacific case, ten 'years later, 
the Court said: “These cases, collectively, establish that one system of 
railroad transportation cannot acquire another, nor a substantial and 
vital part thereof, when the effect of such acquisition is to suppress or 
materially reduce the free and normal flow of competition in the chan- 
nels of interstate trade.” 7 

These cases are noteworthy applications of the Sherman Act, in view 
both of earlier and later decisions. As with the situation in the# North- 
ern Securities case, the carriers involved were still subject to the com- 
petition of other trans-continental systems such as the Santa Fe and the 
Milwaukee. But they were not parallel lines and did not have the same 
eastern termini. It could not be urged seriously that a monopoly of 
trans-continental rail service had been attained. Each railroad had the 
inevitable regional monopoly on local traffic in the area served, but the 
relatively sn\all percentage of their total traffic for which they had com- 


4 226 U. S. 61 (1912). 

*269 U. S. 214 (1922). 

*226 U. S. 61, 88 (1912). 

7 269 U. S. 214, 230 (1922). 
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peted was still subject to the competition of other carriers. Significant 
also is the fact that there were no unfair practices or an attempt to ex- 
clude competitors or interfere with their operations. Rates had not 
been increased; indeed, the Interstate Commerce Commission had full 
authority to prevent any such exercise of monopoly power. It was 
clearly not an abuse of power which the Courts fastened upon in these 
cases; rather, it was suppression of competition resulting from the union 
of powerful firms in a field occupied by relatively few sellers. 8 9 

Although cooperation and competition in the anthracite coal industry 
will be considered at some length in a subsequent chapter, brief notice 
must here be given to two Supreme Court decisions relating to mergers 
of railroad and coal companies. 0 Practically all the anthracite coal in 
the United States is found in a relatively small area in northeastern 
Pennsylvania. At an early date the railroads serving this area began 
to acquire extensive holdings of coal lands. By 1912, six railroad com- 
panies and their coal-mining affiliates had acquired about 90 per cent of 
the unmined anthracite deposits, and were producing about 75 per cent 
of the annual output of anthracite. The Reading Company, a holding 
corporation, owned all the stock of the Reading Railway Company and 
the Reading Coal and Iron Company. It also owned a controlling in- 
terest in the Central Railroad of New Jersey, which in turn controlled a 
large coal company. Over 33 per cent of the annual production of 
anthracite was controlled by the Reading combination. The Lehigh 
Valley Railroad, through its coal company subsidiary, had followed a 
similar policy of acquiring competing coal companies and had concen- 
trated under its control about 20 per cent of the anthracite business. 
Both of these combinations were condemned as monopolies. They were 
also found to violate the Commodities Clause of the Interstate Commerce 
Act, which prohibits a railroad from carrying a commodity produced or 
owned by it, or in which it has any interest. 

An intent to monopolize was inferred from the history of the com- 
binations and their energetic conduct in acquiring independent coal prop- 
erties. The Court found that the Lehigh Valley, because of the extent 
of its control in the restricted anthracite area, had attained “a practical 
monopoly ... of the transportation and sale of anthracite coal derived 
from such lands.” 10 In the Reading case, the Court held that the crea- 
tion of the holding company in 1896 violated the law. The combine con- 
trolled about 20 per cent of the total output, which, in the opinion of 

8 For a penetrating analysis of these and other cases discussed in this section, see 
T. N. E. C., Monograph No. 38, op. cit. 

9 United States v. Reading Company, 253 U. S. 26 (1920) ; United States v. Lehigh 
Valley Railroad Co., 254 U. S. 255 (1920). 

10 254 U. S. 255, 270 (1920). 
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the Court, gave it the power “to increase or decrease the output of coal 
from very extensive mines, the supply of it in the market, and the cost 
of it to the consumer; to increase or lower the charge for transporting 
such coal to market; and to regulate car supply and other shipping con* 
veniences, and thereby to help or hinder the operations of independent 
miners and shippers of coal.” 11 The acquisition of the Central Railroad 
of New Jersey and its coal subsidiary in 1901 enhanced this power, for 
it increased the combination’s share of the total business to 33 per cent. 
“This acquisition,” said the Court, “placed the Holding Company in a 
position of dominating control not only over two great competing inter- 
state railroad carriers but also over two great competing coal compa- 
nies. . . . Again,' and obviously, this dominating power was not ob- 
tained by normal expansion to meet the demands of a business growing 
as a' result of superior and enterprising management, but by deliberate, 
calculated purchase for control. That such a power, so obtained, re- 
gardless of the use made of it, constitutes a menace to and an undue 
restraint upon interstate commerce within the meaning of the Anti-Trust 
Act, has been frequently held by this court.” 12 

The Court was undoubtedly right in its general appraisal of the com- 
petitive situation in the anthracite industry. Nothing approaching pure 
competition was possible with such a heavy concentration of coal lands 
and production in the hands of so few powerful companies. Actual 
collusion between them and domination over independent firms had been 
demonstrated and condemned in earlier court proceedings. 13 The strik- 
ing fact is that the individual combinations, controlling about 33 and 20 
per cent of the total output respectively, were held to have attempted 
and actually achieved monopoly power. Significant, also, was the asser- 
tion that it is the existence of a combination and its inherent power that 
violates the law, “regardless of the use made of it.” In emphasizing the 
existence of monopoly power rather than its exercise in the determination 
of legality, the Court was following the Northern Securities and Union 
Pacific line of decisions. These expressions are of particular interest in 
the light of the decisions and judicial utterances in another group of 
monopoly cases that are now to be considered. 

Several outstanding consolidation cases involving manufacturing en- 
terprises were decided by the Supreme Court within about the same pe- 
riod as those already discussed. They were the United Shoe Machinery 
cases, 14 the United States Steel Corporation case, 16 and the International 

11 253 U. S. 26, 48 (1920). 

xa Ibid., p. 57 (italics added). Chief Justice White and Justices Holmes and Van 
Devanter dissented. 

** United States v . Reading Company, 226 U. S. 324 (1912). 

14 United States v . Winslow, 227 U. S. 202 (1913) ; United States v. United Shoe 
Machinery Co., 247 U. S. 32 (1918). 

« United States v. United States Steel Corp., 251 U. S. 417 (1920). 
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Harvester case. 16 The facts concerning these combinations, with the ex- 
ception of the Steel Corporation, were developed in the chapters on indus- 
trial monopoly. Brief reference must be made, however, to the court 
decisions and their significance in the interpretation of the Sherman Act. 

The United Shoe Machinery Company was notably successful in de- 
fending itself in two anti-trust suits that reached the Supreme Court. 
The issue determined in United States v. Winslow, 17 a criminal proceed- 
ing, was that the original merger of the three important manufacturing 
firms, “taken by itself,” was lawful. Justice Holmes, speaking for a 
unanimous Court, asserted that “on the face of it the combination was 
simply an effort after greater efficiency.” 18 The dominance of the com- 
bining units in their respective branches of the shoe machinery industry 
was said to have been based on the ownership of superior patents, and 
it was assumed that there had been no illegality in this situation. It 
was affirmed, moreover, that the companies did not compete with each 
other. In view of these findings, the Court held that there was no legal 
objection to further concentration in the field. No notice was taken of 
the fact that the companies were at least partially competitive and that 
greater competition between them might have developed had they re- 
mained independent. 

In the second Shoe Machinery case, 19 a dissolution suit decided in 
1918, questions were raised as to the legality of the combination and the 
tying leases. Both were upheld by a 4 to 3 decision. Any doubts raised 
by the conflicting evidence as to intent were resolved in favor of the 
combination. 20 The firms united in the original consolidation were again 
found to have been complementary and not competing, and the 57 sub- 
sequent acquisitions were said to have “added nothing of obnoxious 
power to the United Company nor in any practical or large sense re- 
moved competition.” 21 Thp extent of the combination’s control in the 
industry and its great power to monopolize did not receive the same 
emphasis as in other cases. Illegal dominance was found not to exist, 
despite production of about 95 per cent of the shoe machinery used in 
the United States. Justice McKenna said: “The company, indeed, has 
magnitude, but it is at once the result and cause of efficiency, and the 
charge that it has been oppressively used is not sustained.” 22 The tying 
agreements imposed on lessees of shoe machinery were not regarded as 

16 United States v . International Harvester Co., 274 U. S. 693 (1927). 

1^227 U. S. 202 (1913). 

™Ibid. f p. 217. 

19 U. S. v. United^Shoe Machinery Co., 247 U. S. 32 (1918). 

20 For a careful review of the evidence pointing to an intent to monopolize and 
the actual achievement of monopoly, see the dissenting opinion of Justice Clarke, 
with which Justices Day and Pitney concurred. Ibid,, pp. 75-91. 

21 Ibid., p. 54. 

** Ibid., p. 56. 
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oppressive either to customers or to potential competitors. They were 
viewed simply as a legitimate exercise of the monopoly power inherent 
in patents. The Court seemed to have little appreciation of the tremen- 
dous power to exclude competition which the tying agreements placed 
in the hands of a concern that had already succeeded in concentrating 
control of virtually all essential patents. 

The presence of the individual patent monopolies and the difficulty of 
unscrambling the long-established patent pool explain partly why the 
Court was reluctant to dissolve the combination. It was also impressed 
with the efficiency of the concern and the desirability of composing 
patent difficulties. But despite these factors, its failure to find illegal 
monopoly is difficult to explain. While no inquiry was made into the 
behavior of prices and profits, there could be no denying the power to 
control output and prices and to exclude outside competition. The ef- 
fect of the tying clauses was clearly to prevent new entries into the field. 

Since the Court would admit neither an intent to monopolize nor the 
exclusion of competition by oppressive tactics, the Shoe Machinery cases 
stand for the proposition that there is nothing illegal in attaining by 
combination of partially competing firms a predominance approaching 
95 per cent of an industry's output. Such a doctrine, if generally ap- 
plied, would give enterprises unlimited scope for expansion and reduce 
competition to the point of complete extinction. Firms of the size and 
strength of United Shoe Machinery, whether or not they exercise their 
power, are quite incompatible with anything resembling pure competi- 
tion. 

The next opportunity afforded the Supreme Court to state its views 
respecting the lawfulness of corporate consolidations was in , the United 
States Steel Corporation case of 1920. 28 Two justices did not participate 
in the consideration of the case, and the remaining justices voted 4 to 3 
against dissolution. 24 In so doing, they validated the largest industrial 
merger ever to have been created in the United States. 

In its organization as a New Jersey holding company the United States 
Steel Corporation acquired the stock of twelve operating companies to 
combine the three dominant groups controlled by Morgan, Carnegie, and 
Moore. Each group was composed of companies which had earlier been 
independent, so the final consolidation represented a union of approxi- 
mately 180 firms. All stages of the industrial process, from the mining 
of ore to the fabrication of finished iron and steel products, were brought 


28 United States v. United States Steel Corporation, 251 U. S.*417 (1920). 

24 The members of the Court divided just as they had done in the Shoe Ma- 
chinery case. Justices McKenna, Holmes, Van Devanter and Chief Justice White 
constituted the majority; Justices Day, Pitney, and Clarke were the minority; and 
Justices Brandeis and McReynolds did not participate. 
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under the control of the holding company. It controlled in the neighbor- 
hood of 70 per cent of the total output of steel products. By the time 
the government brought suit in 1911, however, the percentage of control 
had dropped to about 50. 

Further acquisitions of ore and steel properties were made after the 
original consolidation. The most important of these was the purchase of 
the Tennessee Coal and Iron Company in 1907. This valuable acquisi- 
tion was made under panic conditions, and was said by the Court to have 
had the approval of President Roosevelt. Relations with independent 
firms were maintained on a cooperative rather than a competitive basis. 
Price and market agreements kept competition in check for the years 
immediately after 1901. During and after 1907, price understandings 
were reached under the leadership of the Steel Corporation at the famous 
Gary dinners. Cooperation was also maintained under the Pittsburgh 
Plus system of quoting prices, but this pricing scheme and the opportu- 
nity for leadership afforded by it were not considered by the Court. In 
general, the Corporation followed a policy of “live and let live.” It did 
not resort to predatory tactics designed to crush competitors. 

In arriving at its decision, the majority of the Supreme Court first 
considered the element of intent. The government had urged that the 
clear purpose of the organizers of the Corporation had been to acquire a 
monopoly, and that they had succeeded in attaining their objective. 
The lower court, which had unanimously dismissed the charges against 
the defendant, had been divided on the question of illegal purpose. But 
the Supreme Court conceded that the original concentration of compet- 
ing firms and subsequent acquisitions, although motivated in part by the 
desire for integration and increased efficiency, were evidence of wrongful 
intent. This finding, it might have been supposed, would have scored 
heavily against the company. It did not, however, because the Court 
found that the illegal purpose had never been realized. A monopoly 
was not achieved. The statute, -said Justice McKenna, is directed “not 
against an expectation of it (monopoly), but against its realization.” 
This, it would seem, was an unduly narrow interpretation of, a law which 
prohibits not only monopolizing but even an “attempt to monopolize.” 

The majority, in considering the element of monopoly, acknowledged 
that the power attained was much greater than that of any single com- 
petitor. But it was no greater than that of all of them combined. Con- 
siderable importance was attached to the decline in the dominant posi- 
tion of the Corporation, and the testimony of both customers and 
competitors that genuine and vigorous competition prevailed in the steel 
industry. Further evidence of the presence of competition and the fail- 
ure to achieve monopoly was found, strangely enough, in the necessity 
for persuading independents to cooperate through pools, associations. 
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trade meetings, and the Gary dinners. These practices were declared to 
be illegal, certainly, but their weight in sustaining guilt was minimized 
by the assertion that they were “transient in their purpose and effect.” 
They had been abandoned just before the suit was begun, not because of 
the fear of prosecution, but because of their futility. There was no evi- 
dence of an intention to resume the illegal practices, concluded the 
Court, hence no corrective action was sought by the government nor 
actually required. 

There was still the element of great size to be considered. As to this, 
the Court said: “The Corporation is undoubtedly of impressive size atid 
it takes an effort of resolution not to be affected by it or to exaggerate 
its influence. But we must adhere to the law and the law does not make 
mere size an offenfee or the existence of unexerted power an offense. It, 
we repeat, requires overt acts and trusts to its prohibition of them and 
its power to repress or punish them. It does not compel competition nor 
require all that is possible.” 25 The test of legality was not size or 
power, but the exercise of power. United States Steel had not, in the 
opinion of the Court, exerted the power inherent in great size by fixing 
monopoly prices or excluding outside competitors. Of great importance 
was the fact that the Corporation had a clean record as regards the use 
of practices designed to destroy competitors. None of the unfair prac- 
tices utilized by the Standard Oil and American Tobacco trusts charac- 
terized its competitive conduct, a point of which much was made in dis- 
tinguishing the case from these earlier decisions. 

Finally, a factor which seemed to have considerable bearing on the 
outcome of the case was the possible effect of the corporation’s dissolur 
tion upon industry. Fear was expressed that the public interest would 
be injured, primarily because of the disturbance to foreign trade. 

Probably the best commentary on the decision of the Court is the 
dissenting opinion of Justice Day. He agreed that mere size, if ob- 
tained by natural growth, was not unlawful. But he insisted that the 
combination of competing firms with intent to obtain monopoly gains and 
the continued exercise of power to fix prices through cooperation with 
independent firms did constitute unlawful conduct. The steel combina- 
tion, with its vast resources and capital, had the power to dominate the 
industry and to restrain competition in any way it saw fit. He cited 
earlier decisions of the Court, especially the railway cases, as authority 
for condemning power so derived from combination and conspiracy. 
“That the exercise of the power may be withheld, or exerted with for- 
bearing benevolence, does not place such combinations beyond the au- 
thority of the statute which was intended to prohibit their formation, 


25 261 U. S. 417, 461 (1920). 
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and when formed to deprive them of the power unlawfully attained .” 26 
And he made a most significant observation when he said that the 
statute was not “intended to merely suppress unfair practices.” In 
emphasizing the exemplary conduct of the steel combination, its failure 
to harass or destroy competitors particularly, the majority of the Court 
did reduce the law pretty much to a prohibition of predatory conduct. 
Finally, Justice Day found no merit in the view that the dissolution of a 
corporation which had long been in existence should be denied on the 
ground that it would inconvenience investors and disturb trade. Such 
a procedure was not only inconsistent with earlier judgments, but had 
the effect of sanctioning combinations that violated the more funda- 
mental policy of maintaining competition. 

One further comment on the Steel decision is pertinent. The prosecu- 
tion failed, Apparently, to impress upon the Court the nature of the 
Pittsburgh Plus system of pricing and its true economic significance. 
Under this basing point system, steel products were sold at all points 
in the United States at the Pittsburgh price plus freight from Pittsburgh 
to point of destination. All firms, regardless of their location, sold steel 
at these uniform prices. The system was firmly supported by the Steel 
Corporation and was operated successfully because of the close coopera- 
tion of its “competitors.” This artificial pricing arrangement was ob- 
viously not a competitive phenomenon. Had the Court been informed 
of its true nature, it could not have escaped the conclusion that co- 
operation was not abandoned before suit. It would also have viewed 
differently the willingness of competitors to testify to the vigorous 
competition in steel. It is true that the Court spoke tolerantly of price 
imitation by competitors of United States Steel. Nevertheless, the Court 
would have had difficulty in condoning a monopolistic price arrangement 
that operated even more effectively than an outright agreement. 

The tolerant attitude toward large aggregations of capital manifested 
in the Steel and Shoe Machinery cases had the effect of discouraging 
prosecutions against consolidations in industry. Not only did the gov- 
ernment dismiss appeals to the Supreme Court in a number of cases, 2T 
but few prosecutions were undertaken thereafter. The only subsequent 
case involving a large manufacturing combination that the Supreme 
Court had an opportunity to review was that relating to the International 
Harvester Company . 28 And here the Court reaffirmed the position taken 
in the Steel case. 

**lbid., pp. 464-465. 

**U. S. v. Quaker Oats Company, 232 Fed. 499 (1916), 253 U. S. 499 (1920); U. S. 
v. American Can Company, 230 Fed. 859 (1916), 234 Fed. 1019 (1916), 256 U. S. 
706 (1921); U. S. v. Keystone Watch Case Co., 218 Fed. 502 (1915), 257 U. S. 664 
(1921). 

28 U. S. v. International Harvester Co., 274 U. S. 693 (1927). 
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The International Harvester case arose^ in an attempt on the part of 
the government to obtain a modification of the consent decree entered 
in 1918. Among other things, the company had agreed to dispose of 
three of its branded harvester lines. Its control of agricultural machinery 
production was thereby reduced from about 85 to 64 per cent. The 
government, however, had reserved the right to seek further relief in the 
event that the consent decree did not effect a restoration of competitive 
conditions and a "situation in harmony with law.” Acting upon this 
reservation, the government urged that the International Company was 
still a monopoly, and sought to have its business and assets divided 
between three separate companies. The government relied in large 
part on a study of prices and competitive conditions in the farm im- 
plement business, made by the Federal Trade Commission. 

Upon appeal from the lower court decision upholding the defendant, 
the Supreme Court held that competitive conditions were established 
through compliance with the consent decree of 1918. Here, as in the 
Steel case, the Court was much concerned with the business practices 
of the combination and the possible abuse of power. It found that its 
resources, while much larger than those of any single competitor (but 
npt much larger than those of all combined), had not been used to 
restrain trade. Prices had not been reduced below cost for the purpose 
of driving out competitors, nor had they been regulated for the industry. 
Citing the Steel decision, the Court said: "The law, however, does not 
make the mere size of a corporation, however impressive, or the ex- 
istence of unexerted power on its part, an offense, when unaccompanied 
by unlawful conduct in the exercise of its power.” 29 It was conceded 
that the independent firms were in the habit of selling their implements 
at the approximate prices charged by International, but it was done 
"independently and as a matter of business expediency.” There was 
nothing illegal in this price leadership. Justice Sanford said: "And the 
fact that competitors may see proper, in the exercise of their own judg- 
ment, to follow the prices of another manufacturer, does not establish 
any suppression of competition or shbw any sinister domination.” 30 

It is interesting to note, finally, the attitude of the Court toward the 
report and findings of the Federal Trade Commission as regards com- 
petitive conditions in the industry. This report had been made at the 
request of the Senate and pursuant to the investigatory powers delegated 
to it. Data had been obtained largely from the manufacturers them- 
selves. The report was introduced in evidence over the objection of the 
International Company. The Court appraised the evidence as follows: 


**Ibid., p. 708. 
*°Ibid., pp. 708-709. 
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“It is entirely plain that to treat the statements in this report — based 
upon an ex parte investigation and formulated in the manner herein- 
above set forth — as constituting in themselves substantive evidence upon 
the questions of fact here involved, violates the fundamental rules of 
evidence entitling the parties to a trial of issues of fact, not upon hearsay, 
but upon the testimony of persons having first-hand knowledge of the 
facts, who are produced as witnesses and are subject to the test of cross- 
examination.” 31 This unwillingness to accept economic and statistical 
analysis in proof of monopoly, even when submitted by an impartial 
and experienced government body, suggests the difficulty of enforcing 
economic policy through the traditional legal processes. 

The cases reviewed speak for themselves. No broad generalization 
can be drawn from the evidence as to the degree of restraint permissible 
under the law. The introduction of the rule of reason, while un- 
doubtedly a factor making for leniency in application, has not con- 
tributed a concrete standard by which the legality of mergers may be 
tested. Each case has been decided on its specific facts, and any legal 
doctrines enunciated have been regarded as limited largely to the partic- 
ular case under review. The law is still directed at monopoly, but what 
constitutes unlawful monopoly is for the Supreme Court to say. Several 
criteria are mentioned in the cases, such as intent to monopolize, a lessen- 
ing of existing competition, the extent of market control, and the abuse 
of power. But the weight accorded to any one of the factors varies 
with the specific case, thus making results inconsistent and most un- 
predictable. 

The most severe applications of the law were in the railway and 
anthracite coal cases. Here the creation of the combinations themselves 
and the suppression of existing competition were found to be unlawful. 
At least in the railway cases, there was no abuse of power, such as the 
exclusion of competitors by unfair means. No evidence appears as to 
the extent of market control in the railway cases, but in the coal cases 
it was about 20 per cent for the Lehigh Valley and 33 per cent for the 
Reading Company. Perhaps the regional character of the monopolies 
and the small probability of new competition arising were important 
factors in these decisions. But there was less public need for drastic 
action in the railway cases than in those involving other industrial 
enterprises. Not only might the mergers afford economies in operation, 
but the authority of regulatory bodies over rates and service was avail- 
able to prevent abuses of monopoly power. 

The Supreme Court, unfortunately, has looked upon powerful combina- 
tions in the field of manufacturing with much greater complacency. 


si Ibid., p\ 703. 
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Apart from the dissolutions of the Standard Oil and American Tobacco 
trusts, actions which could hardly be avoided, there has been a marked 
unwillingness to find industrial mergers in violation of the law. In sharp 
contrast to the degrees of market control found unlawful in the coal 
cases, the Court found no legal objection to 50 per cent control in the 
Steel case, 64 per cent in the Harvester case, and 95 per cent in the case 
of Shoe Machinery. No opportunity has been afforded the Supreme 
Court to review the charges against the Aluminum Company, but in 
view of the precedents it is not surprising to find a district court judge 
holding the firm not to be an illegal monopoly. 82 

Emphasis in this line of decisions has been not upon the existence of 
power, but upon intent to monopolize and the exercise of power. These 
considerations have beclouded the central issue of whether or not there 
exists economic control of the market. The motives of the parties to a 
combination are not only difficult to determine, but can shed little light 
on the actual power of a concern to affect output and price in an industry. 
The futility of this attack is well illustrated by the Steel case, where 
despite the admission of illegal intent it was found to have been 
abandoned, and therefore of no legal consequence. In giving great 
weight to the failure to exercise monopoly power through the fixing of 
prices or the exclusion of competitors by predatory means, the Court 
has placed its blessing on vast concentrations of economic power. There 
can be little doubt that firms controlling 50 per cent of an industry have 
it within their power to exercise considerable control over production 
and price policies. Independent firms are quite unwilling to risk the 
grave consequences of non-cooperation with the dominant concern. It 
is futile to look to the oppression of competitors as the test of legality 
in these circumstances. The heart of the evil is in the very existence 
of such dominant concerns. They present a danger both to the competi- 
tive economy and to the democratic system itself. Their conduct may 
be “reasonable” today, but in the absence of continuous administrative 
supervision there is no assurance of enduring behavior which will yield 
the best economic and social results. 

32 U. S. v. Aluminum Company of America et aL, U. S. District Court for the 
Southern District of New York, September 30, 1941, 
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The Federal Trade Commission and Control 
of the Competitive System 




HISTORICAL BACKGROUND OF THE 1914 LEGISLATION 

The 1914 legislation, comprising the Federal Trade Commission Act 1 
and the Clayton Act, 2 was enacted in the attempt to provide a remedy 
for the apparent shortcomings of the Sherman Act policy. Critics of 
the anti-trust law and its interpretation saw various weaknesses. Cer- 
tain industrial interests were critical of the vagueness of the law. They 
urged that they did not know and could not find out what business organ- 
izations and methods were wholly legitimate under the statute. 3 In their 
opinion, government policy offered insufficient protection to industrial 
combinations and practices which were designed to enhance the efficiency 
of the economic system. They suggested that some administrative body 
be created which would have the authority to advise business interests 

1 Public No. 203 (63rd Congress), approved September 26, 1914. 

2 Public No. 212 (63rd Congress), approved October 15, 1914. 

8 That the complaint of vagueness and uncertainty has not been dissipated to 
this day is manifest from the following expression by Thurman Arnold, Assistant 
Attorney-General in Charge of the Anti-Trust Division of the Department of 
Justice: “. . . There is a complaint that the anti-trust laws are not clear and that 
business men do not know how they apply to the particular problem of the in- 
dustries in which they are engaged. What is the reason for this and what is the 
remedy? Is it a failure in the skill of the legislative draftsmen or the legal scholars 
to define their terms, and is the remedy to be sought by further abstract define 
tions? I do not think so. I have no faith in blanket amendments. . . . 

“The clarification of the anti-trust laws depends upon applying them to particular 
cases. ... At present we are faced with forty years of non-enforcement. There- 
fore in scarcely any of our present industrial situations is the application of the 
law clear. The boundaries of the application of the law to every industry are yet 
to be determined. It can only be determined by bringing the cases; pushing the 
frontiers of the anti-trust law to whatever extent the courts deem that their logic 
will carry them.” Address entitled, “The Policies of the Anti-Trust Division,” Sep- 
tember 3, 1938. 
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concerning the legality of contemplated undertakings. 4 Not only was 
advance advice to be obtained from this commission, in order to eliminate 
uncertainty and litigation, but it was hoped that it would follow a policy 
which would be more tolerant of large enterprise. • 

Other critics, perhaps the great majority, inveighed’ not against the 
seeming harshness of the Sherman Act policy, but largely against its 
inadequacy and impotence. They were critical not only of the substance 
of the law as it had been revealed in the course of judicial interpreta- 
tion, but of the manner in which it had been administered. 

A number of considerations were involved in the critique of the sub- 
stantive aspects of the law. First, many believed that the enunciation 
of the “rule of reason” in the Standard Oil and Tobacco cases in 1911 
had greatly weakened the law. It would enable the courts to confer 
immunity upon combinations which were illegal under the terms of the 
statute as enacted by Congress in 1890. The Supreme Court, it was 
charged, had grasped the authority to decide what combinations were 
in its opinion economically justified. The judiciary would therefore 
exercise legislative power. Even the Senate Committee on Interstate 
Commerce, whose majority held moderate views, stated that it had full 
confidence in the intelligence, integrity, and patriotism of the Supreme 
Court, but found itself “unwilling to repose in that court, or any other 
court, the vast and undefined power which it must exercise in the admin- 
istration of the statute under the rule which it has promulgated.” 5 It 
was not appreciated by these critics, apparently, that the sweeping and 
inclusive language of the Sherman Act, adopted probably for its rhetor- 
ical and political value rather than its precise legal meaning, required 
definition and elucidation to make the policy workable. The “rule of 
reason” still permitted effective action against combinations and agree- 
ments which were monopolistic in purpose and effect. This, undoubtedly, 
was the real intent of Congress when it enacted the law. It is unlikely 
that Congress intended to condemn business arrangements which, with- 
out materially restricting competition, sought to promote economies and 


4 Mr. George W. Perkins and Judge Elbert H. Gary, among others, advocated 
that a Federal commission be created which would have the power to license inter- 
state corporations and to render advance judgments on their proposed actions or 
policies submitted for its examination. Policies or actions were to be approved 
only if, in the opinion of the Federal body, they did not “unreasonably restrain 
'trade.” Hearings before the Committee on Interstate Commerce, U. S. Senate, 
62nd Congress (1912), Vol. I, pp. 1089 ff.; Vol. II, pp. 2407-2411. In general, these 
proposals embodied the idea of President Theodore Roosevelt that a distinction 
would be drawn between combinations which had been developed by unfair me ans 
and those which had been built up through efficiency and natural economic growth. 
The latter were not to be destroyed, but licensed and regulated in the public 
interest by a competent Federal agency. 

* Senate Report, No. 1326, 62nd Congress, 3rd Session (1913). 
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greater efficiency in manufacturing and marketing. The Supreme Court 
may have exercised a legislative function in declaring the policy in this 
field, but there appears to have been ample economic justification for 
the interpretation. 

Second, irrespective of legal interpretation, the Sherman Act was weak 
in that it was only directed at industrial combinations which had at- 
tained a status threatening the complete disappearance of competition. 
The force of the law could come into play only in the effort to suppress 
a concern which dominated some industry. But once such a state of 
affairs had been reached, experience had shown that it was virtually 
impossible to restore competitive conditions by means of criminal penal- 
ties or dissolution decrees. Moreover, the threat of criminal and civil 
penalties had not deterred promoters from combining competitive con- 
cerns so as to dominate markets and achieve monopoly gains. Since 
it was impossible to restore competitive conditions with the instruments 
at hand, it had become apparent that a satisfactory trust policy required 
the fashioning of implements which could be used to prevent the forma- 
tion of monopolistic concerns. There could be little doubt that preven- 
tion was a necessary adjunct to any remedial policy. What preventive 
measures were available and worthy of adoption comprised the essential 
question. 

The problem of prevention led to the final criticism of the Sherman 
Act, namely, its ineffectiveness in dealing with unfair competitive prac- 
tices. The view was quite generally held that many of the trusts at- 
tained their dominant position, not by superior productive and selling 
efficiency, but by the exercise of unfair methods of competition. 6 Our 
review of the trust movement has indicated the wide-spread use of un- 
fair methods by industrial combinations, and shown how very effective 
these competitive weapons were in the hands of the large combinations. 
Any policy of prevention, it seemed, would have to include an attack 
on the methods which had been utilized to destroy the one-time com- 
petitors of the trusts. 

Both the Sherman Act and the common law, the latter to be con- 
sidered subsequently, w T ere of some aid in meeting the problem of un- 

6 Note the following from William H. S. Stevens, Unfair Competition (Chicago, 
The University of Chicago Press, 1917), pp. 219-220: “. . . The belief may be ex- 
pressed that this study has demonstrated that it is most fallacious to assume that 
business in the United States has been conducted upon a basis of fair competition. 
If anything, the contrary has been the case in a large proportion of instances. . . . 
In many cases competition has not had the opportunity to operate freely in in- 
dustries in which such organizations exist, and the frequent prevalence of unfair 
methods in these industries suggests such practices as one of the important causes 
of the development and continuance of monopolistic concerns. In numerous in- 
dividual instances the more extensive the development or the employment of these 
methods the more comprehensive and absolute the monopoly.” 
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ethical and uneconomic business practices. But their effectiveness was 
extremely limited. The Sherman Act provided an indirect control of 
competitive practices, at least so far as industrial combinations were 
concerned. No specific prohibition of unfair practices was embodied in 
the statute, but under the “rule of reason” the business practices of 
combinations were of great importance as evidence of illegal intent and 
abuse of power. 7 The courts recognized the connection between the 
use of aggressive competitive methods and the achievement of a monop- 
oly status. They undertook, therefore, to enjoin the use of particular 
unfair practices. In a number of important cases that came before the 
courts during and after 1911, competitive conduct was relied upon by the 
government as proof of monopolistic intent and was subjected to ex- 
amination and judgment. The student is already familiar with the 
methods used to suppress competition in the classic Standard Oil and 
American Tobacco cases. They included espionage, the use of bogus 
independents, preferential railway rates, local price-cutting, the use of, 
fighting brands, and exclusive dealing arrangements. Numerous prac- 
tices were also restrained in the consent decrees entered into by de- 
fendant companies charged with violation of the Sherman Act. Among 
these were tying contracts, 8 price discrimination, 9 predatory price-cut- 
ting, 10 inducement of breach of contract, 11 and intimidation in various 
guises. 12 Likewise, some unfair practices were enjoined in private actions 
brought under Section 7 of the Sherman Law, although here again the 
practices were actionable only when they were part of a scheme to 
monopolize or to restrain trade. 18 

As a factor in improving the general standards of competitive conduct, 
however, the indirect attack made by the Sherman Act was quite weak 


7 In the American Tobacco Company case, the Supreme Court stated: “We 
think the conclusion of wrongful purpose and illegal combination is overwhelmingly 
established by the following considerations : a. By the fact that the very first organ- 
ization or combination was impelled by a previously existing fierce trade war, 
evidently inspired by one or more of the minds which brought about and became 
parties to that combination, b. Because, immediately after that combination and 
the increase of capital which followed, the acts which ensued justify the inference 
that the intention existed to use the power of the combination as a vantage ground 
to further pionopolize the trade in tobacco by means of trade conflicts designed 
to injure others, either by driving competitors out of the business or compelling 
them to become parties to a combination 221 U. S. 106, 182. 

8 U. S. v. General Electric Co. (1911), Decrees and Judgments in Anti-Trust 
Cases (Washington, D. C., U. S. Government Printing Office, 1918), p. 267. 

9 Log . cit. 

10 U. S. v. du Pont de Nemours and Co. (1912), ibid., p. 193; U. S. v . American 
Thread Co. (1914), ibid., p. 449. 

11 U. S. v. Burroughs Adding Machine Co. (1913), ibid., p.' 457. 

12 U. S. v . National Cash Register Co. (1916), ibid., p. 315. 

18 See Milton Handler, “Unfair Competition,* Iowa Law Review , Vol. XXI 
( 1936 ), pp. 175 , 218 - 219 . 
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and ineffectual. Neither the decrees in the litigated cases nor the con- 
sent decrees were conclusive as to the legality of the individual practices 
which were curbed by the courts. As one authority has put it: “One 
can only speculate as to the factors that condition their validity. It 
seems reasonably clear that, save for the more brutal practices, most of 
these methods violate the Sherman Act only when they are part of a 
scheme to stifle competition and to obtain control of an industry.” 14 
Hence, without proof of a general policy designed to eliminate competi- 
tion, an isolated attack upon a particular unfair practice would not be 
sustained in the courts. Thus, tying contracts, exclusive dealer ar- 
rangements, and similar practices were held not to be illegal in and of 
themselves, and courts would not entertain suits alleging injury from 
them. Moreover, the Sherman Act attack was weak because it could 
not begin to function at all until a firm or combination of firms had 
obtained or manifested an intent to obtain dominant control of an in- 
dustry. This precluded any governmental attempt to curb unfair prac- 
tices instrumental in building up the initial control. A small firm that 
was operating independently could utilize questionable methods with 
impunity, yet both competitors and consumers might suffer injury there- 
from. The common law did supplement the Sherman Act attack upon 
unfair practices, particularly as regards specific methods and smaller 
"firms. Before considering its scope and content, however, it will be 
well to point out the administrative weaknesses of the Sherman Law 
which were also important factors in the enactment of the 1914 legisla- 
tion. 

From the standpoint of administration, experience had revealed a 
number of serious deficiencies. These were, first, the relatively infre- 
quent and often inexpert prosecutions of the trusts by the Department 
of Justice. Political considerations seemed to determine the extent to 
which enforcement of the statute was undertaken. Little or nothing 
was done when the political party in power found itself obligated to the 
business interests. In some instances, such as the United States Steel 
case, the prosecution was not skillful, and in others the charge was not , 
pressed vigorously. Aberrations in policy and consequent failure to 
maintain an adequate staff of experienced prosecutors in the anti-trust 
division of the Department of Justice were responsible. Second, dissolu- 
tion decrees were inadequate to restore competitive conditions in the 
industries concerned. Communities of interest effected through the com- 
mon ownership of the stock of the successor companies spelled con- 
tinued cooperation in the industry. The fewness of the companies 
emanating from the dissolution produced a like condition resulting in a 


*Ibid., p. 216 . 
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restrained or monopolistic sort of competition. Third, administration of 
the law was both slow and costly. An inordinate length of time was 
often required to prosecute and to obtain a definitive decision by the 
courts. Cases such as those involving the meat packers, the Interna- 
tional Harvester Company, and the General Electric Company consumed 
many years, and even then the results obtained were not altogether 
satisfactory. Finally, the shortcomings of the administrative record 
disclosed the need for an expert agency to administer anti-trust policy. 
Such an administrative tribunal would take over and integrate some of 
the functions performed by the courts, the Department of Justice, and 
the Bureau of Corporations. It would, therefore, combine investigatory, 
advisory, executive, and judicial functions. Such a Federal agency, it 
was believed, would make for a more sustained as well as a more en- 
lightened attack upon the problem of maintaining competition. 

The Common Law and Unfair Methods of Competition 

It has already been noted that the common law as well as the Sherman 
Act provided some restrictions upon business enterprise in the choice 
of competitive methods. Virtually all branches of the common law af- 
fected the organization and conduct of business in some measure, but the 
judicial doctrines of unfair competition which evolved in the course of 
the nineteenth century related specifically to competitive behavior. Just 
as the common law gave no comfort to monopolistic enterprise, so also 
it moved, however haltingly, to establish a plane of fair competition. 
The doctrines of unfair competition were not developed as a result of 
deliberate planning or conscious endeavor to construct a set of competi- 
tive rules which might be enforced by the state. On the contrary, they 
were formulated by the method of trial and error, namely, in the process 
of adjudicating the civil rights of private parties in private suits. They 
originated, moreover, in an economy of small-scale enterprise. Firms 
were numerous and of about equal size and bargaining power, and oper- 
ated within restricted markets. Where the essential conditions for com- 
petition were thus present in a sut^tantial degree, it was not necessary 
for the law to go a long way in protecting traders against over-aggres- 
sive action on the part of competitors. The extent to which the common 
law of unfair competition did supply standards of business conduct and 
was effective in meeting the problems of an economy featured by large 
industrial units will be treated briefly . 16 


15 For excellent discussions of the common law doctrines of unfair competition, 
their origin, scope, and limitations, see Handler, op. cit., pp. 179-213; National 
Industrial Conference Board, Public Regulation of Competitive Practices (New 
York, National Industrial Conference Board, Inc., 1929), pp. 29-41. 
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It gave some measure of protection to business interests from several 
more or less distinctive types of injury. They were, first, diversion of 
patronage by deceitful means; second, the misappropriation of competi- 
tors 1 confidential information; third, interference with business relations 
of competitors. A short consideration of each will follow. 

The original meaning of “unfair competition” was confined to the 
diversion of patronage by means of simulating trade-marks and trade- 
names. Imitating the mark or name of a rival's product gave the public 
the misleading impression that the spurious goods were produced by 
the owner of the mark or name, and enabled the infringer to “pass off” 
his wares as such. Such practices were condemned by the courts, and 
the condemnation extended not only to trade-names but to the deceitful 
imitation of labels, packages, dress, form and appearance of articles. 
Two purposes were accomplished. The originator of the name or dis- 
tinctive feature of a product was safeguarded from having his good-will 
exploited, and the consuming public was protected from the confusion 
emanating from the deception practiced by the imitator. The owner of 
the trade-name, obviously, was most interested in protecting his own 
property, but usually judicial relief depended upon the dual finding of 
probable deception of the public and diversion of his patronage. 

But the remedy afforded a plaintiff was not always satisfactory. A 
court decree against the infringement of a trade-mark prohibited any 
use of the mark, but a decree against the deceitful use of a trade-name 
was usually restricted to the elimination of the deceit. In other words, 
the trade-name could be used if precautions were taken to avoid con- 
fusing the public. Thus, in the classic Waterman pen case , 16 the L. E. 
Waterman Company, manufacturer of the well-known “Waterman's 
Ideal" pens, obtained a decree against a firm that branded its pens with 
the name A. A. Waterman. Relief was limited, however, to the require- 
ment that the defendant indicate on its pens that it had no connection 
with the L. E. Waterman Company. Manifestly, this sort of decree 
would not remove confusion in the minds of purchasers, for unless the 
initials of the maker of the original pen were recalled by a buyer he 
might regard the imitation as the original. The reason for the limited 
injunction in these cases seems to have been the fear that if the infring- 
ing use were totally banned, it would confer a monopoly of the common 
words of the language upon the first user. Whatever the merit of this 
contention, it is apparent that the efforts of firms to create markets for 
their products by means of misrepresentation and misappropriation were 
not curbed effectively. 

The misappropriation of the confidential information of rivals, the 


le Waterman Co. v. Modem Pen Co., 235 U. S. 88 (1914). 



356 


CONTROL OF THE COMPETITIVE SYSTEM 


second type of injury, was subject to injunction by courts of equity. 
Relief was first extended to secret formulae and novel manufacturing 
processes, but was later widened to include confidential information re- 
lating to commercial operations. Certain requirements had to be ful- 
filled to obtain judicial relief. /The information had to be unique and 
outside the fund of common trade knowledge, ordinary precautions had 
to be taken to prevent disclosure, and the information must not have 
been obtained by lawful means. The typical case involved either the 
exploitation of trade secrets by former employees of the originator, or 
the competitive use of confidential information obtained from employees 
of a rival. This protection against the dishonest taking of secret in- 
formation was predicated upon the desirability of encouraging and re- 
warding originality and inventiveness. But it is noteworthy that the 
law's philosophy did not go so far as to afford protection against out- 
right imitation and copying in the absence of misrepresentation. The 
courts permitted the copying of ideas, advertising schemes, designs, 
styles, and the physical appearance of articles of trade, where there 
was no deception as regards origin. This was allowed on the theory that 
imitation is inherent in the competitive process. To outlaw design and 
style piracy, the modern name for the practice, was to set up exclusive 
rights which would impair competition and work to the disadvantage of 
the consumer. 

The third species of unfair trade practice which was actionable at 
common law was interference with the business relations of competitors. 
These interferences were essentially attacks upon competitors designed 
to damage their business and thus indirectly to further the interests of 
the aggressor. A variety of weapons was utilized. Among these were: 
(1) molestation and physical interference, (2) defamation and disparage- 
ment, and (3) inducing breach of contract. 

Physical interference and deliberate molestation were competitive 
weapons which the courts had no difficulty in curbing as unfair trade 
practices, even though they pften involved assaults upon customers and 
other third parties. Such crude practices as shooting at a competitor's 
customers, threatening them with personal injury, shadowing a rival's 
salesmen, arranging for the arrest of competitors' employees on false 
charges, blocking and obstructing the entrance to a rival place of 
business, and inducing competitors' employees to commit sabotage were 
litigated in the courts. 17 

Misrepresenting or “knocking" the products of a competitor is known 
as disparagement in the law. Customers are here sought not by pro- 
claiming the merits of a given product, but by making false statements 


17 Handler, op. cit., pp. 201-202. 
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about the quality or value of a rivals products. Legal action was based 
on the law of personal defamation, although a disparagement is a de- 
rogatory criticism of a competitor’s product and not of his character. 
Where the criticism of goods also reflects upon the reputation of the 
producer or dealer, it may be a defamation as well as a disparagement. 
The essential features of the wrong are a false statement which has 
been willfully published or uttered and which causes special damage. 
Although disparagement was actionable, it was exceedingly difficult to 
prove special damages, because it had to be shown that specific sales 
were lost as a result of the disparagement. Consequently, the cases in 
which damages were recovered were extremely rare. Moreover, courts 
of equity were reluctant to grant injunctions against the practice, on 
the questionable ground that this would impair the constitutional rights 
of free speech and trial by jury. The ineffectiveness of the remedy, 
therefore, thwarted the elimination of a selling method which had no 
conceivable justification. Other practices which were closely related to 
the tort of disparagement and which were actionable were the circulation 
of untruths regarding a firm’s credit or continuance in business, and 
groundless threats of patent or trade-mark litigation. 

Inducing breach of contract was a further method of harassing com- 
petitors which came to the attention of the courts. The action grew 
out of the ancient doctrine prohibiting the enticement of employees, 
which, incidentally, was in itself a valuable protection to competitive 
firms. Beginning with Lumley v. Gye , 18 in which the malicious induce- 
ment of a breach of a contract between a theatrical producer and an 
opera singer was held to be actionable, the tort was developed until it 
embraced every type of contract. The prohibition was extended to in- 
clude not only the intentional inducement of breach, but interference 
with or prevention of the performance of a competitor’s contracts. In 
some states, liability for procuring a breach of an existing contract was 
limited to cases in which it had been accomplished by such wrongful 
means as deceit or duress. These jurisdictions, however, have begun' 
to remove this requirement . 19 There was also some uncertainty as to 
what circumstances constituted justification for interference in contract 
relations between others. But it had become settled that competition 
did not justify interference with existing contractual arrangements, such, 
for example, as between a business rival and a customer. Thus, the' 
common law afforded remedies against the invasion of a private right, 
and at the same time furthered the public interest by insuring the in- 
tegrity of contracts. 

18 2 E. <fc B. 216 (Q. B. 1853), 

19 Handler, op. cit., p. 211. 
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The foregoing sketch of the common law has suggested its scope and 
in some measure its limitations in coping with competitive abuses. That 
the common law made some contribution to the creation of a plane of 
fair competition is clear. But its shortcomings were even more ap- 
parent. Professor Milton Handler has appraised the common law of 
unfair competition as follows: 

The ideas which are common to the competitive torts are . . . extremely sim- 
ple. Misrepresentation, misappropriation, diversion of trade, interference with 
trade relations, attacks upon competitors — these are the stuff out of which the 
law of unfair competition \yas built. The common law reached only the crudest 
competitive excesses. It left untouched many abuses which it was equipped to 
handle. It had reached its maturity without developing any principle or pro- 
cedure whereby the hosts of abuses that annoyed and hampered the honest and 
efficient tradesman might be eliminated. Judicial regulation of unfair competi- 
tion has been and still is hopelessly incomplete and superficial and there is no 
hope that the inadequacies of common law doctrines and methods can ever be 
overcome by the courts, unaided by legislation . 20 

. A number of the inadequacies on the substantive side may be pointed 
out. Many trade methods were outside the scope of the law because 
they were of such a character that it was difficult to prove the special 
injury essential for a private action in the courts. A large number of 
the newer modes of destructive competition, particularly those utilized 
by the trusts, came within this category. Thus, such practices as the 
operation of bogus independents, the use of fighting brands, local price- 
cuttingy tying contracts, and exclusive dealing arrangements afforded no 
ground for legal action. They were competitive methods which were 
directed not so much at individual competitors as at the reduction of 
competition from all sources. It was virtually impossible, therefore, to 
sustain a plea of special damage . 21 And even though special injury 
might have been apparent, such accepted doctrines as the boycott, or 
the absolute right of a single seller to refuse to deal with any person, 
and the right to dispose of property at any price one is able to obtain, 
would have proved to be insurmountable obstacles to judicial relief. 
Except in cases of collusion between firms, it was not apparent to the 
courts that such matters as competitive pricing and boycotting could 
be subject to abuse in the hands of powerful single corporations. The 
legal concept of unfairness in the competitive system had not developed 
to the point where methods which enabled producers to obtain patronage 
on some basis other than efficiency of operation and quality of product 
were proscribed. 

Practices which were not directly associated with ihe combination 

20 /bid., pp. 212-213. 

21 National Industrial Conference Board, op. cit., pp. 37-38. 
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movement were also sacrosanct under the law. Espionage, apart from 
the rule against misappropriation of confidential information, appears 
not to have been unlawful. While “passing off” and disparagement were 
unlawful, it has been seen that the ineffectiveness of the remedies afforded 
by the courts militated against the complete suppression of these prac- 
tices. Moreover, false advertising and misbranding could not be curbed 
under the common law, notwithstanding the unethical and uneconomic 
nature of these competitive methods. The honest producer was at the 
mercy of those who practiced these frauds upon the public. The false 
claims of unscrupulous producers caused losses to honest competitors 
by diverting patronage which they would normally enjoy, by forcing 
them to reduce prices to meet the competition of inferior goods falsely 
described, or by destroying the confidence of the public in the product 
of an entire industry. Yet despite these unfortunate results, the injured 
competitor could not bring action in the courts. The classic Washboard 
case 22 indicates the typical attitude of the courts. A court composed 
of Judges Taft, Lurton, and Day, all of whom later became members of 
the Supreme Court, refused to enjoin the misbranding of zinc wash- 
boards as aluminum upon the complaint of the sole producer of aluminum 
washboards. There was no claim that the defendant sought to make the 
public believe that its goods were those of the complainant. The 
burden of the complaint was that the misbranding caused injury to the 
complainant because purchasers who really wanted the genuine article 
were induced to buy the spurious washboard. The court held, however, 
that a competitor could not bring suit to prevent such deception of the 
consuming public. It was the court’s opinion that the traditional doc- 
trine of passing off could not be extended to requiring all producers “to 
deal solely in goods that are exactly what they are represented to be.” 

The procedural weakness of the common law was no less serious than 
the inadequacy of its content. The rules which had evolved with respect 
to unfair competition in trade could be administered only by the courts. 
And courts could act only if private parties brought their grievances 
to them for adjudication. They could not undertake to police the field 
of industry and trade in order to detect and eliminate abuses. Neither 
could private parties be relied upon to bring the necessary actions, be- 
cause lawsuits , were costly and their outcome uncertain. Moreover, 
sheer inertia and absence of a compelling interest in higher standards of 
business conduct militated against liberal use of the right to sue in the 
courts. In special cases a small enterpriser w r ould not dare to sue a 
large producer on whom he depended for certain services or for sale of his 
product. These factors pointed to the need for the assumption of greater 

22 American Washboard Co. t>. Saginaw Mfg, Co., 103 Fed. 281 (1900). See also 
Mosler Safe Co. v. Ely-Norris Safe Co., 273 U. S. 132 (1927). 
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responsibility on the part of the government itself if competition were 
to be relied upon as the instrument for economic control. The most 
promising method was the establishment of administrative control of 
business practices. 

Political and Legislative Background 

Political recognition of the weaknesses of the Sherman Act and the 
inadequacies of the common law led to the enactment of the 1914 legis- 
lation. Anti-trust policy was an important issue in the presidential cam- 
paign of 1912. 23 The Republican party promised supplementary legisla- 
tion to outlaw specific acts which “uniformly mark attempts to restrain 
and to monopolize trade,” and to create a Federal trade commission which 
would take over functions exercised by the courts and thereby “promote 
promptness in the administration of the law and avoid delays and tech- 
nicalities incident to court procedure.” 24 The new Progressive party, 
whose candidate was Theodore Roosevelt, favored strengthening the 
Sherman Law by prohibiting sharing the market, local price-cutting, ex- 
clusive dealing and other unfair practices. It also emphasized the need 
for an administrative agency to license and supervise the trusts. 26 The 
Democrats expressed dissatisfaction with the manner in which the Sher- 
man Act had been enforced, and regret that the law had been weakened 
by judicial construction. They favored the “prevention of holding com- 
panies, of interlocking directors, of stock watering, of discrimination in 
price and the control by any one corporation of so large a proportion of 
any industry as to make it a menace to competitive conditions.” 26 
But their candidate, Woodrow Wilson, roundly criticized the proposal of 
Roosevelt to create a Federal Commission to license and supervise the 
trusts as an “avowed partnership between the government and the 
trusts.” 27 

The concrete form of the administrative program for trust legislation 
was contained in President Wilson's message to Congress on January 20, 
1914. 28 So far as substantive changes were concerned, his program was 


28 For a detailed' account of the political and legislative history of the 1914 legis- 
lation, see Gerard C. Henderson, The Federal Trade Commission (New Haven, 
Yale University Press, 1924), Chap. 1. 

24 Republican Campaign TexUBook, Philadelphia, Dunlap Printing Company, 
1912, pp. 272-273. 

25 Progressive National Committee, Platform of the Progressive Party (New York, 
Stoddard-Sutherland Press, 1912), pp. 6-7. 

26 Republican Campaign Text-Book, 1912, p. 279. 

27 Woodrow Wilson, The New Freedom (New York, Doubleday, Page & Com- 
pany, 1913), p. 202. 

22 Congressional Record , 63rd Congress, 2nd Session, pp. 1962-1964. 
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an elaboration of the ideas presented in the campaign. But as regards 
method, it is interesting to note, he advocated the establishment of a 
commission. His recommendation was qualified, however, by his op- 
position to any Federal agency that would make terms with monopoly 
or assume any control which would make the government responsible. 
It was conceived as an instrument for investigation and publicity, and 
for the effective enforcement of a policy of maintaining competitive con- 
ditions. 

A number of bills were introduced in both Houses of Congress to give 
effect to the administration program. 29 There was much difference of 
opinion both with respect to general policy and to the detailed provisions 
of the contemplated statutes. Among the controversial questions which 
arose were: first, whether specific practices to be forbidden should be 
individually defined or simply included under a blanket prohibition of 
all “unfair methods of competition”; second, whether, in addition to in- 
vestigatory and advisory functions, the commission should be, given 
regulatory powers and the authority to render advance opinions on the 
legality of business practices; third, the necessity for judicial review of 
the cease and desist orders of the commission if it were given regulatory 
powers; fourth, the efficacy of criminal penalties for violations of the law. 
These highly controversial matters were finally settled and the results 
embodied in two separate but related statutes, namely, the Federal Trade 
Commission Act and the Clayton Act. 

IMPORTANT PROVISIONS OF THE 1914 LEGISLATION 

% 

Substantive Provisions 

There were five new principles of substantive law embodied in the 1914 
legislation relating to trade competition and industrial monopoly. 80 
Four of these were included in the Clayton Act and one in the Federal 
Trade Commission Act. 

The most important single section in the 1914 legislation, on the sub- 
stantive side, was Section 5 of the Federal Trade Commission Act. In 
this section “unfair methods of competition” were “declared unlawful.” 
This was a general and all-inclusive condemnation of unethical and 
uneconomic trade practices. It was sufficiently broad to cover a wide 
range of unfair practices, and did not attempt to apply inflexible defini- 


29 See Henderson, op . cit., pp. 24-27. 

20 The Clayton Act, a catch-all piece of legislation, also contained provisions re- 
lating to banks and common carriers, to labor organizations and the issuance of 
injunctions in trade disputes, and to other matters which are beyond the scope of 
this study. 
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tions of an extensive list of proscribed practices to a variety of dis- 
similar circumstances and industries. It also looked to the future, since 
it could be interpreted to embrace new unfair methods which were likely 
to be developed in a constantly changing economic world. As Senator 
Cummins stated, the Congressional purpose was to permit the words 
“unfair competition ,, to “grow and broaden and mold themselves to meet 
circumstances as they arise.” 81 * 

But the generality and vagueness of the language which Congress em- 
ployed were not an undiluted blessing. The phrase “unfair methods of 
competition” could be given content and meaning only in terms of specific 
practices. This could be accomplished only through the process of ad- 
ministrative and judicial action. And the phrase itself could not be of 
great assistance in guiding those responsible for its construction. It had 
been used in a great variety of senses by those who supported the law. 
The intention was, apparently, that it should include not only practices 
which were deceptive and fraudulent, such as misrepresentation and 
simulation of trade-names, but practices which tended to destroy com- 
petition and establish monopoly. Doctrines which had evolved in the 
regulation of “unfair competition” under the common law, and the prin- 
ciples which had emerged in the enforcement of the Sherman Act, were 
to be drawn upon in defining the scope and gontent of Section 5. But 
even with the aid of the Congressional debates, the common law, and the 
Sherman Act, it was to be anticipated that the commission and the courts 
would find it a long and laborious process. The diverse and shifting 
views of the courts and the contribution to the law of unfair competition 
which the courts have permitted the Federal Trade Commission to make 
will be considered in a later section. 

Two of the legal principles included in the Clayton Act relate specifi- 
cally to methods of competition. Two types of trade practice were 
singled out for special treatment. Section 2 dealt with price discrimina- 
tion and Section 3 was concerned with tying and- exclusive dealing ar- 
rangements. 

Section 2 prohibits discrimination in price between different purchasers 
of commodities where the effect “may be to substantially lessen competi- 
tion or tend to create a monopoly in any line of commerce.” 82 ‘Price 
differences based upon differences in grade, quality, quantity, or costs of 
selling or transportation were not prohibited, since obviously they are 
not discriminatory or unfair. Moreover, discrimination made in good 
faith to meet competition was declared to be lawful, and the right of 


81 Congressional Record, Vol. LI, p. 14,003 (1914). 

82 It is interesting to speculate whether the split infinitive merely represented 
Congressional grammatical standards of 1914 or an attempt to emphasize the word 
“substantial.” 
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sellers to select their own customers was specifically safeguarded. This 
section, it should be emphasized, did not outlaw discrimination as such; 
it came into play only if the price discrimination lessened competition 
substantially or tended toward monopoly. It was directed at two types 
of price discrimination: first, the local price-cutting which the powerful 
combinations had -used either to drive competitors out of business or to 
bring them to terms; second, the price discrimination which, though it 
did not impair competition with the seller’s rivals, favored particular 
buyers and gave them an unfair competitive advantage over distributors 
that paid higher prices. The wisdom of treating both local and personal 
discrimination in a single section was dubious. Prohibiting local price- 
cutting was intended primarily to preserve rather than to regulate com- 
petition. Personal discrimination may work a very real injury on those 
customers that are required to pay the higher prices, and yet may not 
result in a substantial lessening of competition. Hence, the prohibition 
fell short of complete protection against all unfair discrimination. It 
may also be observed that in prohibiting discrimination, Congress was 
venturing more or less into a new policy as regards monopoly. By im- 
plication, at any rate, Congress here recognized the futility of attempting 
to maintain pure competition and accepted the inevitability of monopolis- 
tic power. This follows from the fact that price discrimination com- 
monly springs from conditions of monopoly. In outlawing discrimina- 
tion an attempt was being made to force industrial concerns to behave 
as they would if competition prevailed. The burden of the seemingly 
new policy was to prevent quasi-monopolies from further extending their 
control over the market (local price-cutting) , and to prevent them from 
pursuing price practices which had the effect of impairing competition 
between their customers (personal discrimination). 

Section 3 prohibits the use of tying and exclusive dealing contracts. 
It forbids any person to lease, sell, or contract to sell patented or un- 
patented goods, or to fix a special price on condition that the lessee or 
purchaser do not use or deal in the goods of a competitor of the seller or 
lessor, where the effect of such an arrangement may be to lessen competi- 
tion substantially or tend to create a monopoly. This section was also 
designed to cover two types of practice. It was intended primarily to 
meet the tying practice upheld in the Dick case, 33 where the manufac- 
turers of a patented mimeographing machine required purchasers to use 
with the machine only the paper and ink supplied by them. Similar 
practices on the part of the United Shoe Machinery Corporation had been 
the cause of serious complaint and had been found not to violate the 
Sherman Act. 84 The second practice covered by the section was that of 

88 Henry v. A. B. Dick Co., 224 U. S. 1 (1912). 

84 United States v. United Shoe Machinery Co., 247 U. S. 32 (1918). 
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a manufacturer who required his wholesale and retail distributors to 
agree not to handle the products of his competitors. Such exclusive 
dealing arrangements, it will be recalled, were not unlawful either under 
the Sherman Law or the common law. But again it must be emphasized 
that the law did not condemn a|l tying or exclusive dealing arrangements, 
only those which lessened competition substantially or tended toward 
monopoly. This language more or less frustrated the purpose of the law 
so far as the regulation of competition is concerned, since it could be 
applied only to large concerns that dominated a particular industry. It 
would be virtually impossible to show a substantial lessening of com- 
petition flowing from exclusive dealing contracts, for example, if sellers 
were numerous and thus no single seller was able to close any substantial 
number of distributive outlets to competitors. Yet tying up dealers for 
a long period of time, especially if they are the most desirable distribu- 
tors, may constitute a real obstacle to anything approaching the opera- 
tion of pure competition. Section 3, in other words, was designed not to 
maintain a plane of fair competition but to preserve competition, the 
objective of the Sherman Act. 

The two remaining principles of law set forth in the Clayton Act re- 
date not to the regulation of competitive methods but to the regulation 
of methods of combination. Sections 7 and 8 dealt with intercorporate 
stockholding and interlocking directorates, respectively. 

Section 7 forbids the acquisition of the stock of one corporation by 
another, or the combination of two or more corporations by stock ac- 
quisition, where the effect may be to lessen competition substantially 
between the corporations involved, to restrain commerce in any com- 
munity, or tend to create a monopoly. The regulation was not to apply 
to purchases of stock solely for investment nor to the creation of legiti- 
mate subsidiary corporations. This section was directed at the use of 
the holding company as a means for creating unlawful combinations and 
was clearly supplementary to the Sherman Act. But the test of il- 
legality which it applied appears to be more drastic than that contained 
in the Sherman Act. There is no requirement as to the nature or degree 
of competition which must have prevailed between the companies prior 
to combination. A lessening, or prospect of lessening, of competition 
between the combining corporations is sufficient, and it is not excused by 
possible production economies or by the presence of competition in the 
rest of the industry. However, despite this drastic control of corporate 
interrelationships, there was doubt whether the section could contribute a 
great defcl to the prevention of industrial concentration. The acquisition 
of a controlling stock interest of a competing company is illegal under 
the act, but there is nothing to preclude the same result being reached 
through the acquisition of the assets of a competing concern. Since the 
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law only outlaws one method, albeit the simplest and most feasible in 
actual practice, it could not be regarded as having far-reaching impor- 
tance. 

Section 8 of the Clayton Act, among other things, imposed limitations 
upon interlocking directorates as between industrial concerns. Any per- 
son is prohibited from being a director in two or more corporations, any 
one of which has a capital and surplus of more than a million dollars, if • 
the business and location of the corporations are such that “the elimina- 
tion of competition by agreement between them would constitute a viola- 
tion of any of the provisions of any of the anti-trust laws.” The test 
of legality adopted here was that of the Sherman Act, yet this test was 
so vague and indefinite that it could not be applied with ease. The 
courts had not made it clear whether, under the rule of reason, all agree- 
ments which eliminated competition were bad, or whether those that only 
partially restrained trade and left the whole market relatively free would 
be upheld. It is quite incomprehensible that a test of this character 
should be used in a statute that was intended to clarify and make more 
definite the provisions of the Sherman Act. But apart from this am- 
biguity, the section held little prospect of effectiveness in protecting 
against monopoly, since it did nothing to disturb the common ownership 
of the stocks of two competing corporations by a single person. As long 
as a person can exercise voting rights, he can act through a trusted repre- 
sentative on the board of directors of a competing corporation and obtain 
the same result as he would if he were a member of both boards. 

Administrative and Procedural Provisions 

The main administrative and procedural provisions in the 1914 legis- 
lation are to be found in the Federal Trade Commission Act. It pro- 
vided for the creation of the Federal Trade Commission and outlined its 
powers and duties. 

The Commission was to consist of five members. 35 They were to be 
appointed by the President, with the advice and consent of the Senate, 
for terms of Seven years and at salaries of $10,000 per year. Not more 
than three of the Commissioners could be members of the same political 
1 party, and they could engage in no other business or employment. Any 
Commissioner could be removed by the President for “inefficiency, neglect 
of duty, or malfeasance in office.” The Commission was authorized to 
employ such attorneys, special experts, examiners, and other employees 
as it should find necessary for the performance of its duties. 

The powers and duties delegated to the Commission could be divided 

80 Sections 1 and 2 deal with the Commission’s structure. 
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into three categories as follows: First, duties of investigation and in- 
quiry concerning business organization, practices and related matters; 
second, duties of an advisory nature in connection with the administra- 
tion of the anti-trust laws; third, the duty of enforcing the substantive 
provisions of the 1914 legislation. 

Broad powers of investigation were delegated to the Commission. 86 
It was authorized to “gather and compile information” concerning the 
“organization, business, conduct, practices, and management” of any 
corporation engaged in interstate commerce and its relation to other 
business firms or individuals. It could require corporations to file an- 
nual or special reports furnishing information relating to the matters of 
organization and practices. Upon the direction of the President or either 
House of Congress, it was authorized to investigate and report the facts 
concerning any alleged violation of the anti-trust laws. And it could 
investigate trade conditions in foreign countries where combinations or 
the practices of traders might affect the foreign trade of the United 
States. In order to insure that the Commission would obtain the in- 
formation which it deemed necessary in these inquiries, it was to “have 
access to . . . any documentary evidence of any corporation being in- 
vestigated.” 37 And it could “require by subpoena the attendance and 
testimony of witnesses and the production of all such documentary evi- 
dence relating to any matter under investigation.” 38 These powers were 
similar to those of the old Bureau of Corporations, which had been a 
fact-finding agency and whose functions and staff were to be taken over 
by the new organization. It was hoped that the discovery and public 
disclosure of business practices would arouse public opinion and thus 
serve to check the use of improper methods. The facts obtained were 
also to be used as the basis for recommendations to Congress for addi- 
tional legislation. 

The advisory powers which were conferred upon the Commission re- 
lated primarily to the enforcement of the anti-trust laws. Recommenda- 
tions to Congress for further legislation are an exception, of course, since 
that advice relates to broad matters of policy as well as to the adminis- 
tration of existing laws. As regards enforcement of the anti-trust laws, 
the Commission was authorized, upon the application of the Attorney- 
General, to investigate and make recommendations for the readjustment 
of the organization and business of corporations alleged to be violating 
the anti-trust acts. 89 Further aid was to be rendered the Attorney-Gen- 

88 Section 6. Banks and railways were excluded. 

87 Section 9. 

8fl Loc. cit. Penalties of fine and imprisonment for failure to obey subpoenas or 
Other lawful requirements of the Commission, to be assessed through court action, 
are provided for in Section 10. 

89 Section 6. 
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eral through the investigation of the manner in which court decrees in 
anti-trust suits were being carried out. The findings in these investiga- 
tions, which could be undertaken upon its own initiative or upon the 
request of the Attorney-General, were to be transmitted to the Depart- 
ment of Justice together with recommendations for future action. In 
addition to serving the legislative and executive branches of the govern- 
ment in an advisory capacity, the Commission was to render assistance 
to the judiciary in anti-trust suits brought by the Attorney-General. It 
was provided that a court, if it believed that the government was en- 
titled to relief, could refer the suit to the Commission “as a master in 
chancery” to ascertain and report an appropriate form of decree. 40 The 
report was to be purely advisory, however, since the court was author- 
ized to adopt or reject it, in whole or in part, and to enter any decree 
which it saw fit. 

The regulatory functions of the Commission, the third category of 
powers and duties referred to above, relate to the enforcement of the 
substantive provisions of the 1914 legislation. These included Section 
5 of the Federal Trade Commission Act and Sections 2, 3, 7 and 8 of 
the Clayton Act. The jurisdiction of the Commission was made exclu- 
sive with respect to the prevention of the trade practices condemned in 
Section 5. As regards the enforcement of the substantive provisions of 
the Clayton Act, however, it was giv^n coordinate jurisdiction with the' 
Department of Justice. The Clayton Act, by express provision, was 
made a part of the anti-trust laws, 41 and the Attorney-General was made 
responsible for the institution of proceedings in the district courts to 
prevent and restrain its violation. 42 Actions by private parties under 
the anti-trust laws were also authorized. Private actions could take the 
form either of a suit for treble damages for injuries sustained 43 (an ac- 
tion already possible under the Sherman Law) , or a suit for injunctive 
relief against threatened loss or damage. 44 But it should be noted that 
the Federal Trade Commission was delegated no authority to enforce 
the provisions of the Sherman Act, despite the rather general opinion that 
their effective enforcement required administrative action. That it did 
have jurisdiction over some of the monopolistic practices encompassed 
by the Sherman Act and that it was so intended by Congress will be 
made clear in the later discussion. 


40 Section 7. 

41 Clayton Act, Section 1. 

42 Ibid., Section 15. 

43 Ibid., Section 4. 

44 Ibid., Section 16. Another innovation worthy of mention was the making of 
final judgments or decrees (except consent decrees) in suits brought by the United 
States under the anti-trust laws prima jade evidence against the defendants in 
proceedings brought by any other party (Section 5). 
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The administrative procedure for carrying out the regulatory function 
was outlined in the legislation. 46 Whenever it should “have reason to 
believe” that any unfair method of competition was being used, and if 
it should appear that a proceeding “would be to the interest of the 
public,” the Commission was authorized to issue a complaint against the 
offender. The complaint was to contain the charges and a notice of 
hearing on a day at least thirty days after the service of the complaint. 
The testimony offered at the public hearing by the Commission, the of- 
fender, or any other party that had been permitted to intervene, was to 
be reduced to writing and filed with the Commission. If the Commis- 
sion concluded that the facts found from the record supported the 
charges, it was required to make a report of its findings of fact and issue 
an order demanding the respondent to cease and desist from using the 
unlawful method of competition. 

If a respondent failed to obey the cease and desist order, the Com- 
mission was empowered to apply to a Circuit Court of Appeals for en- 
forcement. A transcript of the record in the proceeding, including the 
testimony and the report and order, was to be filed with the court. The 
court was authorized to enter a decree affirming, modifying, or setting 
aside the Commission’s order. Should the party against whom the order 
was issued wish to take the initiative, he was at liberty to petition a 
Circuit Court to have the order set aside, and the same process of 
judicial review was set in motion. In reviewing an order of the Com- 
mission, the courts were to limit themselves to a consideration of the 
legal issues. It was clearly provided that “the findings of the- commis- 
sion as to the facts, if supported by testimony, shall be conclusive.” 
Once a Circuit Court of Appeals had issued an appropriate decree, it 
was to be final, except that it was subject to review by the Supreme 
Court upon certiorari. A respondent that disobeyed a final decree up- 
holding an order of the Commission could, of course, be punished for 
contempt of court. 

The foregoing review of the 1914 legislation indicates that the basic 
policy of Congress was still that of preserving competition. This had 
been the policy embodied in the Sherman Law. Only the emphasis had 
been changed.' That statute had confined itself largely to the suppres- 
sion of combinations that actually controlled the market. The new leg- 
islation sought to eliminate business methods which operated to stifle 
competition and which might lead to monopoly. For this purpose it 
condemned such practices as price discrimination and tying arrangements 
in circumstances where the effect might be td lessen competition sub- 
stantially or create monopoly. While supplementary to the Sherman 


48 Federal Trade Commission Act, Section 5; Clayton Act, Section 11. 
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Act policy of maintaining competitiGn, these provisions of the Clayton 
Act were designed to prevent monopoly by attacking it in its incipient 
state. This was likewise true of the declaration that “unfair methods of 
competition” were unlawful, since it was intended to embrace monopolis- 
tic practices. But in this phrase, which differed but slightly from the 
“Unfair competition” of the common law, Congress manifested a new 
intention. Practices which had no direct relation to monopolizing, but 
which were unfair on both ethical and economic grounds, were to be 
suppressed. In short, the Federal Trade Commission was directed both 
to preserve competition and to maintain a proper plane of competitive 
behavior. 

Perhaps the most nearly unique contribution of the 1914 legislation 
was its method for enforcing these policies. While the old procedures 
were retained and actually strengthened, exclusive reliance was no longer 
placed upon the courts. A public agency was made available to those 
engaged in interstate commerce who were threatened with injury by the 
unfair tactics of competitors. Since the Commission was to exercise a 
combination of investigatory, advisory, and regufetory functions, there 
was the prospect that it would develop into a truly expert administra- 
tive body. So far as regulation was concerned, distinct advantages were 
to be seen in lodging functions of an executive, legislative, and judicial 
character in the same tribunal. With such a definite responsibility and 
wide discretionary authority, it was anticipated that the Federal Trade 
Commission would contribute materially to the maintenance of the com- 
petitive system. 



19 


Organization and Procedure of the Federal 
Trade Commission 




Some study of the organization of the Federal Trade Commission is 
needed before the legal interpretation of the 1914 legislation and the ac- 
complishments of the Commission can be presented. Matters of pro- 
cedure have a definite bearing upon the efficiency of the administrative 
process. And the latter must be an important consideration in any 
evaluation of the whole public policy. 


ORGANIZATION OF THE COMMISSION 

The Commission, which is composed of five Commissioners, is the 
body which is directly responsible for the performance of the tasks dele- 
gated to it by Congress. It must act as a unit upon the numerous mat- 
ters which come within its jurisdiction. For example, in formal cases 
involving violations of the law, the Commissioners hear the final argu- 
ments, deliberate upon the evidence and argument before them, and ren- 
der their decisions. There is no permanent chairman of the tribunal. 
The chairmanship rotates, each Commissioner serving in that capacity 
for at least one year during his term of seven years. It is the function 
of the chairman to preside at the meetings of the Commission, to super- 
vise its activities, and to sign the more important official reports at the 
direction of the Commission. The permanent executive officer of the 
Commission is the Secretary. 

It is obvious that the Commissioners could not alone carry the ad- 
ministrative burden which has been imposed upon the Commission. 
Congress has provided appropriations for building a staff of substantial 
proportions. During the fiscal year ending June 30, 1939, the Commis- 
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sion expended $2,197,174. 1 On June 30, 1939, the staff numbered 687 
officials and employees. It included attorneys, economists, accountants, 
and administrative personnel engaged in Washington and in the five 
branch offices. 2 The Commissioners direct the work of this staff, each 
Commissioner being in charge of a segment of the whole task. 

The work of the Commission is organized into three general divisions: 
administrative, economic, and legal. This organization conforms closely 
to the division of functions set forth in the statute, namely, investigation 
and regulation. The advisory function can be performed by both the 
economic and legal divisions, depending upon the nature of the informa- 
tion and advice sought. But here, as in other matters, the formal separa- 
tion into divisions does not preclude cooperation between them in 
performing specific tasks. 

The administrative division conducts the business affairs of the Com- 
mission and is responsible directly to the assistant secretary. It com- 
prises such units as personnel, fiscal affairs, publications, editorial service, 
dockets, supplies, stenographic, and library. 

The economic division conducts the general investigations of the Com- 
mission which are primarily of an economic nature. It is under the 
direction of the Chief Economist, and has an expert staff of economists, 
analytical accountants, and statisticians. General inquiries, undertaken 
by the direction of the President or Congress or upon the initiative of the 
Commission, are to be distinguished from the investigations of specific 
acts or practices of particular concerns over which the Commission has 
regulatory authority. They are usually undertaken to determine rem- 
edies for faulty conditions that may develop in a particular industry. 
The method of inquiry is less formal than in regulatory proceedings and 
the investigation is often carried *on in cooperation with the industry. 
Since the Commission was organized in 1915, it has made more than 100 


1 Annual Report , 1939, p. 172. The following table gives the expenditures and 
personnel for every third year since the Commission became a working organization: 


Year 

Expendil urcs 

Personnel 

1915 

$ 90,442 


1918 

1,452,187 


1921 

938,659 


1924 

977,018 


1927 

960,654 


1930 

1,494,619 

450 

1933 

1,393,427 

427 

1936 

1,821,725 

571 

1939 

2,197,174 

687 

2 Ibid., p. 10. Branch offices 

are maintained in New York, 

Chicago, San Fran- 

cisco, Seattle, and New Orleans. 

They are staffed chiefly by attorneys who investi- 

gate cases that originate in the vicinity of these offices. 
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important investigations and reports . 8 Some of these, such as the in- 
vestigations of the meat-packing industry, American export trade, elec- 
tric and gas utilities, and chain stores, were significant factors in the 
enactment of legislation by Congress. Not all of the general investiga- 
tions have been carried on exclusively by the economic division. Some 
of them have been conducted in cooperation with the legal division, an 
example being the very comprehensive inquiry into the electric and gas 
utility industry which resulted in the publication of ninety-five volumes 
of data, testimony, summaries, and recommendations. 

The legal division is charged with the regulatory work of the Com- 
mission. It investigates the unfair methods of competition which are 
condemned in the statutes, and conducts the trial of cases before the 
Commission and the courts. From the point of view of expenditures 
and personnel it is by far the largest and most important of the Commis- 
sion’s divisions . 3 4 It in turn is made up of a number of separate agencies, 
which are also commonly called divisions. These are as follows: the 
chief counsel’s division, the chief examiner’s division, the radio and pe- 
riodical division, the trial examiner’s division, and the trade practice 
conference division. The general legal staff is subdivided in this fashion 
both for convenience in procedure and for fairness to the parties who are 
proceeded against by the Commission. Since the Commission is both 
a prosecuting and a judicial agency, some separation of function must be 
maintained in the stages of the procedure prior to final decision by the 
Commission. Each of the divisions named above is independent and 
responsible only to the Commission. Contact with the whole Commis- 
sion is maintained through the individual Commissioners who have super- 
visory charge of one or more of the divisions. 

The functions of these legal divisions will be made clear in the dis- 
cussion of the regulatory procedure. It may be pointed out, however, 

3 For descriptions of the general inquiries conducted by the Commission, includ- 
ing titles of published reports, see Annual Report, 1938, pp. 173-193. 

4 A notion as to the relative size of the Commission’s divisions may be obtained 
from an analysis of their costs for the fiscal year ended June 30, 1938 ( Annual Re- 
port, 1938, p. 143) : 

Divisions 

Administrative 

Economic 

Legal 

Chief Counsel 

Chief Examiner 

Radio and Periodical — 

Trial Examiner 

Trade Practice Conference 

$1,851,817.21 
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that the chief counsel acts as legal adviser to the Commission, has charge 
of the prosecution of cases before the Commission and the courts, and 
supervises the export trade work conducted under the Webb-Pomerene 
Law of 1918. 5 The chief examiner’s division and the radio and periodi- 
cal division have charge of investigations preliminary to the issuance of 
formal complaints, the latter specializing in cases involving false and 
misleading advertising. Members of the trial examiner’s division, as the 
name suggests, preside at the trial of formal complaints. In general in- 
vestigations they also preside at hearings for the taking of testimony, 
just as the chief examiner’s division supervises any general inquiry pri- 
marily of a legal nature. The trade practice division deals with the 
formulation and administration of rules of fair competition for various 
industry groups. 

THE COMMISSION'S PROCEDURE IN REGULATING 
COMPETITION 

The regular procedure of the Commission is based upon the provisions 
of the Federal Trade Commission Act. Its essential features are pre- 
liminary inquiry, issuance of a complaint, hearing, oral argument, and 
issuance of a cease and desist order. The cease and desist order may 
then be enforced with the aid of the courts. But, in addition to this 
regular administrative procedure, the Commission has developed two 
other methods which are less formal in character. These have been 
instituted under the general authority conferred upon the Commission 
“to make rules and regulations for the purpose of carrying out the provi- 
sions of this Act.” 6 % The informal procedures, which will be explained 
below, are the “trade practice conference” and “stipulation.” They are 
strictly supplementary to the regular administrative procedure, however, 
since no regulation or policy embodied in trade practice rules or stipula- 
tions can be enforced in the courts. It is only through the regular pro- 
cedure of complaint, hearing, and cease and desist order, that a ruling 
of the Commission can be placed before the courts and enforcement ob- 
tained. The methods of the Commission will be considered in the fol- 

8 The Webb-Pomerene Act of 1918 provides that nothing contained in the anti- 
trust laws shall be construed as declaring to be illegal any combinations or “asso- 
ciations” entered into for the sole purpose of engaging in export trade. Acts or 
agreements of these associations in export trade are also exempted. Certain safe- 
guarding provisions prohibit domestic price control, the restraint of the export 
trade of a domestic competitor, or the use of unfair methods in export trade. 

The Commission is the depository for the organization papers of these export 
groups, elicits annual reports and other information regarding their business and 
practices, and has regulatory authority over their organization and practices. 

6 Section 6 (g). 
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lowing order: regular administrative procedure, stipulation, and trade 
practice conference. 

Regular Administrative Procedure 

A case before the Commission may originate in one of several ways. 
The most common origin is through a complaint on the part of a com- 
petitor, a consumer, or from some other public source. SucK an applica- 
tion may be made without formality, but it must contain a brief 
statement of the facts and must be signed by the complainant. Another 
way in which a case may start is upon the Commission’s own motion. 

"In the field of false and misleading advertising, many of the cases arise 
as a result of the work of the radio and periodical division. This divi- 
sion surveys and scrutinizes the advertising matter published in news- 
papers and magazines and broadcast over the radio. 7 If an advertise- 
ment appears on its face to be misleading, an inquiry is undertaken by 
this specialized division. 

The formal procedure of the Commission docs not start until a com- 
plaint has been issued. Before this takes place, much work of an in- 
formal nature must be done. In the first step, after an apparent viola- 
tion of the law has come to its attention, the Commission considers the 
matter of its jurisdiction. There are three elements which must be 
satisfied. First, the practice complained of must be carried on in inter- 
state commerce. Second, it must be prohibited by some provision in 
the statutes administered by the Commission. For instance, to proceed 
under the general prohibition of unfair methods in Section 5 of the Fed- 
eral Trade Commission Act, it must be apparent that the practice is 
actually unfair. 8 Third, if the proceeding is under*Section 5, it must be 
found that the prosecution of a complaint “would be to the interest of the 
public. ,, This requires that the abuse be of sufficient importance in the 
competitive system to warrant the attention of a public agency. If it is 
purely a private controversy which can be settled by private litigation 

7 During the fiscal year ended June 30, 1938, the Commission reported that it ex- 
amined 129,075 advertisements appearing in newspapers and magazines, and 490,612 
commercial radio broadcast continuities. Of these, 23,843 advertisements and 22,959 
commercial broadcasts were noted as containing representations which might be 
false or misleading. They provided Current specimens for check with existing ad- 
vertising cases as to their compliance with stipulations and orders of the, Commis- 
sion. They supplied the bases for 4232 new cases to be investigated. ( Annual 
Report , 1938, pp. 118-119.) 

8 Before the recent amendment of Section 5, by the Wheeler-Lea Act of March 
21, 1938, it was also necessary to show the presence of competition, inasmuch as 
"unfair methods of competition” were proscribed. Since .the statute now reads 
"unfair methods of competition . . . and unfair or deceptive acts or practices,” the 
showing of competition is not essential for jurisdiction. • 
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in the courts, there is little need for the intervention of the Commission. 

When the Commissioh, through its chief examiner, has determined 
that it has jurisdiction, the matter is docketed as an “application for is- 
suance of complaint.” If it does not concern advertising, a preliminary 
investigation is then undertaken by the chief examiner’s division. The 
chief examiner assigns the investigation to an attorney or a branch of- 
fice. Without disclosing the identity of the complainant, the attorney 
interviews the party complained against, advises him of the charges and 
requests evidence in defense or in explanation of the practice. The at- 
torney may also find it desirable to interview consumers or competitors 
of the respondent in order to ascertain the competitive effect of the prac- 
tice and the interest of the public in the proceeding. All facts pertaining 
to the matter are obtained. The attorney then summarizes the evidence, 
reviews the law in the case, and recommends what action should be taken. 

In advertising cases the procedure of the radio and periodical division 
is more specialized. A questionnaire is mailed to the suspected party. 
This requests him to furnish both a sample or quantitative formula of 
the advertised product,, and the advertising material used. These are 
then referred to an appropriate technical agency of the government for 
a scientific opinion. 9 The advertising is carefully scrutinized in the light 
of the scientific opinion, and any portions which appear to require sub- 
stantiation or explanation are noted. Questionable advertising state- 
ments and the scientific opinion are brought to the attention of the 
advertiser, and he is given the privilege of submitting evidence to sub- 
stantiate or explain his representations. This may be done by corre- 
spondence or by personal conference. Further action in a case depends 
on the ability of the advertiser to substantiate his claims to the satisfac- 
tion of the division. 10 

Before a case goes to the Commission, it is reviewed either by the chief 
examiner or by the chief of the radio and periodical division. He may 
recommend one of three things: (1) that the case be closed for lack of 
evidence or for the reason that the practice is not unlawful; (2) that the 
case be closed upon the signing by the respondent of a stipulation of the 
facts and an agreement to cease and desist from the objectionable prac- 
tice, or (3) that a formal complaint be issued. The recommendation and 
all the facts in the case are then considered by the Commissioners. If 


• The government agencies to which the Commission may refer a matter for 
scientific opinion are the Bureau of Standards, the Public Health Service, the Food 
and Drug Administration, the Bureau of Home Economics, and the Bureau of 
Animal Husbandry of the Department of Agriculture. The Bureau of Standards 
has tested and rendered opinions about a long list of commodities, including artificial 
teeth and limbs, batteries, caskets, golf-balls, coal, razors, and watches. 

10 The usual practice in advertising cases seems to be to docket applications for 
complaint after the respondent has failed to substantiate his advertising claims. 
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they decide that a complaint should be issued, the matter is turned' over 
to the chief counsel, who prepares the formal complaint and handles the 
trial of the case. If they decide to permit the respondent to sign an 
agreed statement of the facts and to promise voluntarily to cease the 
practice, the chief trial examiner or the chief of the radio and periodical 
division is called upon to negotiate the stipulation. 

The formal procedure begins with the issuance of the complaint. All 
proceedings up to this point have been informal and strictly confidential. 
But publicity is given to the contents of the complaint, and the whole 
formal proceeding is a public record. The complaint, it should be noted, 
is issued in the name of the Commission. This is done on the ground 
that the Commission is a public agency having a mandate to protect the 
public from obnoxious competitive methods. Since it was not created to 
settle controversies between parties, the original complainant is not a 
party to the case. His identity is never disclosed. If it were, many 
individuals would refrain from making complaints for fear of retaliation 
by the respondent. The practice may encourage ill-founded charges 
against competitors for the purpose of harassing them, but, on the whole, 
is a desirable one. 

After the complaint has been served upon the respondent, he may, 
within twenty days, file an answer denying or admitting the allegations 
of fact. If no answer is filed, the Commission is at liberty to make its 
findings and issue an order. In the event of a denial, the statute pro- 
vides for a hearing. This takes place before a trial examiner thirty days 
or more after the respondent has been served with the complaint. Both 
the Commission and the accused ’ are represented by counsel, and each 
presents his oral and documentary evidence for the formal record upon 
which the case is decided. The hearing is not unlike a court trial, al- 
though the technical rules of evidence are not adhered to rigidly. When 
the taking of testimony has been concluded, the trial examiner prepares 
a statement of the facts to which either side may file exceptions. Briefs 
are then filed and. the case comes up for oral argument before the full 
Commission. The final argument is the only opportunity afforded coun- 
sel for the Commission and the respondent to present their contentions 
directly to those who make , the decision. It is a valuable part of the 
procedure. 

The Commission may reach a decision either sustaining the complaint 
or dismissing it because of insufficient proof, an intervening court deci- 
sion, or some other reason. If the charges are sustained, the Commission 
makes its findings of fact, states its conclusion that the law has been- 
violated, and issues an order requiring, the respondent to cease and desist 
from the unlawful practice. Within sixty days of being served with the 
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order, the respondent is required to make a written report stating the 
manner in which he has complied. 

If respondents fail to obey orders to cease and desist, the powers of 
the courts must be invoked to obtain compliance. Under the terms of 
the original legislation of 1914, the Commission was required to apply 
to a circuit court of appeals for review and enforcement. In order to 
obtain a decree of enforcement, it was necessary for the Commission to 
prove not only that its order was valid, but that it had actually been 
violated. 11 Punishment could be inflicted for a violation of the law only 
if it were shown at a later date that the offender was in contempt for 
violating the decree of the court. This enforcement procedure was un- 
satisfactory, for it was cumbersome and expensive. It impaired the 
effectiveness of the Commission’s remedial action and its prestige as an 
administrative body. 

A very important change in the enforcement procedure for orders 
issued under the Federal Trade Commission Act was made in the amend- 
ments embodied in the Wheeler-Lea Act of 1938. 12 Congress, for no 
apparent reason, failed to amend the corresponding provisions of the 
Clayton Act, so the old method must be used with respect to the enforce- 
ment of Clayton Act orders. The Trade Commission Act, amended in 
accordance with the repeated recommendations of the Commission, 13 
provides that an order shall become final sixty days after issuance, un- 
less a petition is filed by the respondent in a Circuit Court of Appeals 
praying that the order be set aside. 14 If' a petition for a court review is 
filed, the date when the order becomes binding is extended and depends, 
of course, upon the extent of the subsequent court proceedings. To the 
extent that an order is affirmed, the court is required to issue its own 
order commanding obedience to its terms. Furthermore, any respondent 
who violates an order of the Commission after it has become final is sub- 
ject to a civil penalty of not more than $5000 for each violation. 

The advantages of these modifications are clear. By making its orders 
final and conclusive, contingent upon appeal by the respondents, the 
Commission is relieved of the responsibility of having to initiate enforce- 
ment prbceedings. The heavy civil penalties attaching to a violation of 
a final order will force companies either to obey the order or to bring 
court action to set it aside. It will still be necessary for the Commission 
to exercise vigilance as regards the continued observance of orders which 

11 F. T. C. v . Standard Education Society, 14 Fed. (2nd) 947 (192S); F. T. C. v. 
Balme, 23 Fed. (2nd) 615 (1928). 

12 Public No. 447 (75th Congress), approved March 21, 1938. 

18 See Annual Reports, 1935, p. 15; 1936, p. 17; 1937, p. 15. 

14 Section 5. 
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have become final, either through failure to act within the prescribed 
time or through a court decree, but it is unlikely that formal action will 
have to be taken in many cases. This has been the experience of the 
Interstate Commerce Commission, whose orders have enjoyed a similar 
legal status since 1906. Not only will enforcement be much more ef- 
fectual, but it will be accomplished more expeditiously and with less 
effort on the part of the Commission. 

It should also be noted at this point that special provisions for the 
prevention of the dissemination of false advertisements relating to food, 
drugs, medical devices, and cosmetics were added to the law by the 
Wheeler-Lea Act. 15 Because of the vital connection between the false 
advertising of these products and the public health, injunction and crim- 
inal action are provided to supplement the regular formal procedure. 
The Commission, if it is in the public interest, may obtain an injunction 
in a Federal district court against the dissemination of a false advertise- 
ment, pending the outcome of regular proceedings. Hence, deceptive 
advertising which may have injurious consequences for the consuming 
public can be suppressed immediately. Furthermore, criminal penalties 
of fine and imprisonment may be assessed for the more serious violations. 
Criminal action can be brought where the use of the product deceptively 
advertised may be injurious to health or where the false advertisement is 
published with intent to defraud or mislead. Since the Commission does 
not- have the power of a court to levy penalties, the facts relating to 
criminal violations are to be certified to the Attorney-General, and it is 
his duty to take appropriate action in the courts. 

Stipulation 

A stipulation, in the sense here used, is a signed statement of fact and 
an agreement to discontinue an unlawful business practice. It has al- 
ready been noted that the Commission permits respondents to make such 
formal promises after the completion of the preliminary investigation. 
If the stipulation is satisfactory to the Commission, the case is closed. 16 
No immediate penalty attaches to its violation. If such violation is 
discovered, a cease and desist order is issued forthwith, and enforced 
through the regular court procedure. 

15 Sections 12 to 16, inclusive. 

16 Prior to February, 1934, the Commission published the facts agreed to by the 
respondent, but did not disclose the name of the party. This was not a desirable 
practice, for it tended to destroy the preventive function of the Commission. If 
a guilty party could escape without even having the public informed of his con- 
duct, there was little incentive for him to conduct his enterprise in a manner , be- 
yond reproach. The Commission now follows the more acceptable practice of 
publishing the name of the respondent together with the summary of the facts. 
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The stipulation procedure was inaugurated in March, 1925, when the 
Commission announced a change of administrative policy. Crowded 
dockets and the slow disposition of cases demanded some remedial ac- 
tion. 17 The stipulation device offered attractive possibilities. Unfair 
methods could be prevented in this manner just as well as through the 
more elaborate formal procedure. Moreover, this could be done with- 
out the heavy expense and the considerable delay that the latter pro- 
cedure entailed. It was also believed that the opportunity afforded 
unintentional offenders to avoid the expense and embarrassment of 
prosecution would supply an incentive to abandon their questionable 
practices. 

Although the Commission does not permit stipulation in all cases, 
particularly in those involving fraud or parties whose word cannot be 
relied upon, its use has grown in importance. During the fiscal year 
ending June 30, 1938, for example, 564 applications for complaints were 
settled by stipulations, as compared with 310 that resulted in the issu- 
ance of complaints. 18 It is true, of course, that 377 of the stipulations 
related to advertising 1 cases, many of which involved issues of minor 
importance. Nevertheless, the expedient has a significant place in the 
Commission’s operations, and has resulted in a notable improvement in 
efficiency. 10 

Trade Practice Conference 

The trade practice conference is the second method devised by the 
Commission to meet the deficiencies of its regular administrative pro- 
cedure. It began in 1919 under the title of trade practice submittals. 
Members of an industry were invited to attend a conference and to 
formulate a code of trade practice rules for the approval of the Com- 
mission. The object was to enlist the cooperation of industry groups in 
the task of eliminating trade abuses. It was more practicable to have 
an industry agree to abstain from competitive methods which were wide- 
spread and distasteful to all, than to proceed against each individual. 
When an industry group formulated rules applicable to its particular 
problems, the Commission hoped that individual members would report 
violations and thereby assist in the necessary policing to obtain general 


17 Several authorities have criticized the Commission because of its inability to 
function expeditiously. See Henderson, op. cit., pp. 87-91; National Industrial Con- 
ference Board, Pvblic Regulation of Competitive Practices , p. 253. 

18 Annual Report, 1938-, p. 94. 

19 It has been estimated by the Commission that the average cost of handling a 
case under the formal procedure is $2500, while the cost of settling a case by 
stipulation is less than $500. Annual Report , 1928, p. 22. 
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compliance. The method was conceived, therefore, both as an attempt 
at “self-regulation” of business and as a means of lightening the ad- 
ministrative burden of the Commission. 

From 1919 to 1926, some 17 trade practice submittals were held. 
To meet the growing demand for these submittals, the Commission 
created in 1926 the Trade Practice Conference Division to handle this 
work. It arranges for the conferences, aids the industry in the formula- 
tion of rules, holds public hearings on proposed rules, and participates 
in the administration and enforcement of the rules which the Commission 
has approved. Prior to the National Industrial Recovery Act some 143 
conferences had been held, although codes of fair practices acceptable to 
the Commission did not result from all of them. During the period of 
the N. R, A., the regulation of unfair practices was taken over by 
N. R. A. codes. Since 1935, the conference procedure has been revived 
and is being extensively employed. 

The Commission divides the rules into two groups. Group I rules 
cover practices which have been condemned as “unfair methods” by the 
Commission or the courts. These rulings are enforced by the Commis- 
sion. Group II rules embrace practices which the industry regards as 
unsound or unethical, but which are not unlawful. These rules are to be 
enforced by the industry. They cover a wide range of business conduct 
and reflect the peculiar problems that beset the industry. The Group I 
rules are no *more than codifications of the Commission's decisions, 
phrased so as to be made applicable to the particular industry. This 
constitutes, perhaps, the chief virtue of the trade practice conference. It 
acquaints the members of an industry with the requirements of the law 
as regards business conduct and thus enables them better to observe it. 
So far as the enforcement of the law is concerned, it is doubtful whether 
the conference has contributed a great deal. It is too much to hope that 
the mere formulation of a conference agreement “leads to the wholesale 
elimination and abandonment of unfair and illegal methods of competi- 
tion.” 20 Perhaps the following conclusion is nearer the truth: “The 
trade practice conferences, at best, constituted an inexpert codification of 
the common law and Commission rulings on unfair competition, coupled 
with the vague aspirations of industry regarding the elimination of an- 
noying and irritating trade practices. The gap between the written 
prohibition and enforced observance was never bridged.” 21 

This discussion of organization and procedure shows that the Commis- 
sion has been able to develop a mechanism fairly well adapted to the 
performance of its basic functions. It has evolved through a trial-and- 


20 Annual Report , 1988, p. 107. 

21 Handler, op. cit. f p. 255. 
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error process. The present separation into administrative, economic, and 
legal divisions is both logical and practicable. Advantages of specializa- 
tion are obtained, yet cooperation is had wherever it can be of value to 
the whole organization. The legal division seems* to have succeeded in 
creating a structure which separates the prosecuting and judicial func- 
tions. It is extremely important that those who perform the judicial 
function maintain an attitude of strict impartiality. Yet this is difficult 
to achieve in an organization where personal friendships are bound to 
arise and where a feeling of group loyalty prevails. Impartiality is en- 
couraged by the present organization of the legal division, but how far 
it is achieved in practice is difficult to ascertain. 

The regular administrative procedure of preliminary investigation, 
complaint, hearing, oral argument, and deliberation by the Commission 
appears to fulfill every requirement of due process. A party is afforded 
ample opportunity to state his defense and to have the case considered 
on its merits. But the procedure is not adapted to obtaining a quick de- 
cision and a prompt remedy. It is cumbersome and inefficient. Its 
limitations have been overcome in some measure by the supplementary 
methods of stipulation and trade practice conference. The former has 
made a real contribution to the effectiveness of the Commission’s work. 
What the trade practice conference has contributed is more difficult to 
estimate. In either case the regular machinery of the Commission has 
to be depended upon for enforcement. 
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Interpretation and Administration of the 
1914 Legislation 
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In considering the administrative regulation of business methods 
under thd 1914 legislation, it will be desirable to divide the field accord- 
ing to the nature of the practices dealt with by the Federal Trade Com- 
mission. They may be conveniently classified into two groups: first, 
those which are essentially unethical because they involve an element of 
fraud or dishonesty; secondly, those practices which are condemned not 
because they are dishonest, but solely because they have a tendency to 
suppress competition or to create a monopoly. This classification con- 
forms to the dual purpose that Congress had in mind in creating the 
legislation of 1914, and was the classification recognized implicitly by 
the Supreme Court in the first important case relating to the jurisdiction 
of the Federal Trade Commission. 1 It was the intent of Congress that 
the Commission should endeavor both to maintain a proper ethical plane 
of competitive behavior and to preserve competition by eliminating 
monopolistic elements. The practices which fall in the first category are 
attacked exclusively under Section 5 of the Federal Trade Commission 
Act, which prohibits all “unfair methods of competition” in interstate 
commerce. Cases which fall in the second category arise under either 
this section or the various sections of the Clayton Act relating to mo- 
nopolistic combinations or practices. In the following discussion, con- 
sideration will first be given to the policy of maintaining competition. 

1 Federal Trade Commission i>. Gratz, 253 U. S. 421, 427 (1920). Note the fol- 
lowing from the majority opinion of Justice McReynolds: “The words 'unfair 
methods of competition’ are not defined by the statute and their exact meaning is 
indispute. • . • They are clearly inapplicable to practices never heretofore regarded 
as. opposed to good morals because characterized by deception, bad faith, fraud or 
oppression, or as against public policy because of their dangerous tendency unduly 
to hinder competition or create monopoly.” 

382 
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THE POLICY OF MAINTAINING COMPETITION 

In its attempt to maintain competitive conditions, the Federal Trade 
Commission has attacked a variety of forms and practices which are 
conducive to monopoly. These range from simple agreements between 
competitors for uniform prices to practices which are directed at com- 
petitors in order to retard their growth or eliminate them completely. 
They will be discussed under the following heads: (1) Corporate com- 
binations; (2) agreements and understandings between competitors; (3) 
re-sale price maintenance ; (4) price discrimination; (5) tying and exclu- 
sive dealing arrangements. The first two involve combination or collu- 
sion between two or more firms for the purpose of fixing prices, maintain- 
ing the existing channels of trade, or eliminating practices which are 
regarded by the participants as detrimental to their best interests. The 
third, re-sale price maintenance, is undertaken by a single firm selling 
a differentiated product, but it tends to be monopolistic in that it elimi- 
nates price competition between distributors who are bound by the re- 
sale arrangements. Price discrimination and tying and exclusive dealing 
arrangements are also practices engaged in by single firms, albeit large 
and quasi-monopolistic enterprises, which are directed at competitors 
in the effort to extend their control over the market. 

(I) Corporate Combinations 

The provisions of Sections 7 and 8 of the Clayton Act, making inter- 
corporate stockholding and interlocking directorates unlawful in certain 
circumstances, are directed at the combination and cooperative action of 
competing corporations. It was the intent of Congress to supplement the 
more general provisions of the Sherman Act by outlawing particular 
methods which were being employed to concentrate economic power and 
destroy competition. But the record of the Federal Trade Commission 
as regards the administration of these provisions shows clearly that they 
have been quite ineffectual in achieving their purpose. 

The prohibition of interlocking directorates where any one of the cor- 
porations exceeds a certain capitalization, and where competition would 
be eliminated, has been of no practical significance whatever. The Com- 
mission has issued several complaints charging violation of Section 8, 
only to dismiss them finally. Hence the courts have had no opportunity 
to construe the provision. The most favorable judicial construction, 
however, would not make the section a potent factor in removing col- 
lusion between competing firms ; it could in no way disturb the ownership 
by a single person of the voting stocks of two competing corporations. 
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A person may be disqualified from acting as a director in both corpora- 
tions, but as long as he has the votes he can elect a trusted representative 
and act through him to harmonize the policies of the nominally inde- 
pendent and competing companies. The requirements of the statute can 
be avoided with little difficulty, therefore, and the desired result attained 
through the employment of dummy directors. 

Section 7 forbids the acquisition of the whole or any part of the stock 
of one corporation by another, or the acquisition of the stock of two or 
more corporations by a holding company, where the effect may be to lessen 
competition substantially between the corporations involved, to restrain 
commerce in any community, or tend to create a monopoly. Two im- 
portant questions have been considered by the courts in the interpreta- 
tion of this provision, and in each instance the construction placed upon 
the terms of the law has worked against its effectiveness. The first 
relates to the power of the Commission to force a company to give up 
assets purchased through the voting of stock illegally acquired in com- 
peting corporations. The second relates to the necessary amount of 
preexisting competition between the combining firms before there can be 
a substantial lessening of competition. 

The first problem arises from the defective draftsmanship of the law, 
for the prohibition relates only to the acquisition of stock and does not 
apply to physical assets. It has been possible for companies to evade 
the law with impunity by using their stock control to effect a purchase 
of the assets of other firms. The first order of the Commission under 
Section 7, for example, was made in 1921 and was directed against the 
Aluminum Company of America. 2 It was upheld in the courts, 3 but “the 
practical effect of the judgment was destroyed" 4 by a subsequent court 
ruling which permitted the Aluminum Company to buy at a sheriff's 
sale the properties of the company whose stock had been acquired. 6 Or- 
ders were also issued against the Western Meat Company, Swift and 
Company, and Thatcher Manufacturing Company, requiring them to 
restore the competitive conditions existing prior to the illegal acquisition 
of stock in rival companies. The latter two companies, before the date of 
the. issuance of formal complaints by the Commission, had dissolved the 
competing corporations of which they had acquired control, and obtained 
possession of their physical assets. The Western Meat Company had 


«3F. T. C. 302 (1921). 

8 284 Fed. 401 (1922); sustained 261 U. S. 616 (1923). 

*F. T. C., Annual Report , 1927, p. 13. ' 

5 F. T. C. v . Aluminum Company of America, 299 Fed. 261 (1924). It was charged 
by the Commission that the alleged debt to the Aluminum Company which forced 
the sheriffs sale was entirely fictitious. The final result was that the Aluminum 
Company of America obtained possession of tfie physical properties of the only 
important competitor in the manufacture of sheet aluminum in the United States. 
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not done so prior to the institution of formal proceedings, but admitted 
its intention and urged its lawful right so to do. In deciding all three 
cases in a consolidated proceeding, 6 the Supreme Court fastened on this 
point of distinction. It was held that when the stock of a competitor 
was still held by the respondent when proceedings were formally insti- 
tuted, as in the Western Meat case, the order requiring the divestiture 
of the illegally-held stock could include a prohibition against the use of 
the stpck to effect a transfer of the assets from the acquired company to 
the respondent. 7 But at the same time the Court held that the Com- 
mission had no authority to compel the divestiture of property actually 
obtained prior to the issuance of the complaint. “The act/ 7 it was 
stated, “has no application to ownership of a competitor’s property and 
business obtained prior to any action by the Commission, even though 
this was brought about through stock unlawfully held.” 8 This was the 
ruling of the majority of the Court. It ignored the language of Section 
11 of the statute, which, as emphasized in the dissenting opinion of Mr. 
Justice Brandeis and three of his associates, gives the Commission the 
power to act when it has “reason to believe any person is violating or 
has violated” any of the provisions of the law. 9 

In its most recent case the Supreme Court 10 appears to have gone 
even further in destroying the authority of the Commission to restore 
the competition suppressed by the acquisition of stock. A holding com- 
pany was created and exchanged its stock for the common stock of two 
competing companies engaged in the manufacture of electric wiring 
devices. Upon the issuance of a complaint by the Commission, but 
before an order had been issued, the holding company assigned its ac- 
quired stocks to two newly-created holding companies, and by corporate 
action it was then dissolved. The stockholders of the two new holding 
companies then joined with the preferred stockholders of the subsidiary 
manufacturing companies in approving a merger agreement whereby a 
new corporation was formed which took over in its own right all of the 
assets formerly belonging to the manufacturing companies. Thus, 
through a cleverly conceived scheme of erecting corporate dummies and 

6 F. T. C. v. Western Meat Co., Thatcher Mfg. Co. v. F. T. C., Swift & Co. v . 
F. T. C.. 272 U. S. 554 (1926). 

7 For subsequent proceedings in the Western Meat case, see Western Meat Co. v. 
F. T. C., 33 Fed. (2nd) 824 (1929), and F. T. C., Annual Report, 1930, pp. 89-91. 
The meat company bought the physical assets of the acquired corporation at a sale 
to satisfy a judgment taken by default for an alleged debt owed the meat company, 
a transaction similar to and probably inspired by the successful one undertaken 
by the Aluminum Company, but later disposed of them when the* Commission 
brought the case to the Supreme Court a second time. 

«272 U.S. 554, 561. 

• 272 U. S. 554, 564. Italics in the opinion. 

Arrow-Hart & Hegeman Electric Co. v. F. T. C„ 291 U. S. 587 (1934). 
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transferring stocks and physical assets, the interested persons effected a 
merger of competing enterprises in a new conporation having more com- 
plete control than the original offender in the case. This evasion of the 
Commission’s authority was upheld by the Supreme Court in a five to 
four decision, on the grounds that the merged corporation was not in 
existence when the Commission initiated its action against the dissolved 
holding company, had never held any stock contrary to the terms of the 
statute, and could not be compelled to divest itself of physical assets. 
In other words, if the offenders can perpetrate their adroit manipulations 
with sufficient celerity they can escape. If the Commission is to accom- 
plish anything under the present statute it must act with like speed, a 
factor which may encourage hasty and ill-considered action, and which 
should play little part in proceedings where both the letter and the spirit 
of the law have been clearly violated. 

The second problem mentioned above, it will be recalled, involved the 
question of what constitutes a substantial lessening of competition. The 
statute does not require “substantial competition” between the compa- 
nies involved as a necessary condition. It is conceivable, therefore, that 
the law could be given a literal interpretation and the elimination of 
even an “unsubstantial competition” held to be a substantial lessening 
of competition. This point was squarely presented in the proceeding 
against the International Shoe Company. 11 The respondent company 
had purchased the stock and later the assets of the McElwain Company, 
a shoe manufacturer that was threatened with financial failure as a 
result of the trade depression of 1921. In vacating the order of the 
Commission, the Supreme Court held that there had been no substantial 
competition between the two companies prior to their merger, and hence 
there could be no “substantial lessening of competition” within the terms 
of the statute. The majority of the Court found that the shoes produced 
by each company were in the main of different grades and were sold in 
separate markets, there being no competition in respect of 95 per cent 
of the business. In the opinion of Justices Stone, Holmes, and Brandeis, 
however, the Commission’s finding of substantial competition was sup- 
ported by the testimony in the record. There was ample evidence to 
show that the rival products appealed to the same buying public and so 
were competitive. 

The decision places some curb on the authority of the Commission and 
makes for considerable uncertainty with respect to the application of 
the statute. There can be little criticism of the general rule laid down 
by the Court, since if competition is in truth slight between two firms 
there can be no great injury to the competitive economy in their com- 

11 International Shoe Co. v. f. T. C.. 280 U. S. 291 (1930). 
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bination. But as this case well illustrates, there may be a wide variance 
of opinion as to what facts prove the existence of competition and a 
substantial amount of it. This is particularly true when there are nu- 
merous classes, grades, and styles of commodities which are capable of 
satisfying the same want. It is fortunate that in the great majority of 
combinations substantial competition between the merged units is ob- 
vious. 12 That being the case, the Court's decision cannot operate as a 
drastic curb upon the Commission's power. 

In view of the adverse court decisions rendered under Section 7, it is 
to be expected that changes in the law would have been recommended 
to Congress. The Federal Trade Commission, and more recently the 
Temporary National Economic Committee, have made such recommenda- 
tions. The most important suggestion, first made by the Commission 
in December, 1934, is that Section 7 be amended to prohibit the acquisi- 
tion or consolidation of physical assets in the same circumstances as 
those in which stock acquisitions and consolidations are prohibited. 13 
This would include both the indirect acquisition of assets through the 
use of stock unlawfully acquired, and the direct acquisition of physical 
properties. Since the merging of physical assets appears to be the 
method of consolidation most frequently employed at the present time, 
some such amendment is essential if the section is to accomplish the gen- 
eral purpose of preventing the growth of monopoly. Between 1929 and 
1935 preliminary investigations of 547 mergers by the Commission re- 
vealed that 54 per cent of them involved the merging of assets. The 
proportion increased from year to year during this period, and the trend 
has continued since 1935 to the point where nearly all combinations are 
now effected by the merging of assets. 14 

Two recommendations of somewhat lesser importance should be 
noted. 16 The first is that the law should be amended to forbid the ac- 
quisition of the stock of one or more corporations by a holding com- 
pany, instead of two or more as in the present law. This would cover 
the situation where a holding company acquires control of a firm which 
is a competitor of one of its subsidiaries, a combination which would 
be just as destructive of competition as the control of two competing 
companies. The second recommendation would amend the law to allow 
a company that is bankrupt or on the verge of bankruptcy to sell its 
assets to a competitor, since this may be the only available market. It 

12 National Industrial Conference Board, Public Regulation oj Competitive Prac- 
tices, p. 223. 

18 F. T. C., Annual Report, 1935, p. 48. 

14 F. T. C., Annual Report, 1939, p. 15. 

15 Ibid,, pp. 15-16. The Commission here reprints excerpts relating to the amend- 
ment of Section 7 from a preliminary report of the Temporary National Economic 
Committee to the United States Senate. 
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would not be permitted, however, where the financial difficulties were 
brought about by collusion with the competing company for the purpose 
of evading the law. 

j Finally, as a result of its investigation of the agricultural implement 
and machinery industry the Commission made an interesting recom- 
mendation in 1938. 16 It was found that prior to the enactment of' the 
Clayton Act most of the high degree of concentration in the farm ma- 
chinery industry was created by the acquisition of either the capital stock 
or assets of competing companies. Since then it has come from the 
acquisition of the actual assets of competitors rather than their capital 
stock. The Commission recommended that the acquisition of the stock 
or assets of a competing corporation be prohibited where the aggregate 
output of the corporations involved was 10 per cent or more of the total 
output of any industry or branch thereof in the United States, or of 
the sale of the product as to which the corporations are in competition. 
If less than 10 per cent of the output were controlled the prohibition 
would apply only on definite evidence of a restraint of competition or 
monopoly. 

This amendment, it was pointed out by the Commission, would have 
the advantage of establishing a positive legislative standard. 17 It would 
define the limit of corporate size and power which could be achieved by 
acquisitions of other firms, and would prevent the development of condi- 
tions which are conducive to monopoly and monopolistic competition. 
So far as the whole problem of concentration of economic power is con- 
cerned, however, the value of such a restriction on corporate size would 
be distinctly limited, because it is applicable to . only one method of 
growth. Berle and Means estimated that 81.5 per cent of the growth in 
the assets of the two hundred largest corporations in the six-year pe- 
riod from 1922 to 1927, inclusive, resulted from new capital obtained 
from the sale of securities and the reinvestment of earnings. 18 The re- 
maining 18.5 per cent of the growth of these companies was attributed to 
additions through consolidation or merger. But even though this man- 
ner of growth is the least significant statistically, it is of peculiar impor- 
tance because it directly reduces the number of competing firms in the 
market, and hence destroys an essential condition for pure competition. 
It may, nevertheless, be a mistake to fix an exact percentage of corporate 
control applicable to all industries. Whether or not a 10 per cent con- 
trol would endanger competition depends upon the specific circumstances. 
The characteristics of industries vary widely, and any attempt to apply 

16 Report on the Agricultural Implement and Machinery Industry, House Docu- 
ment No. 702, 75th Congress, 3rd Session, p. 1038. 

17 F. T. t5., Annual Report, 1938, p. 19. 

is Berle and Means, op. cit., p. 43. ’ 
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a blanket rule would likely m$ke for the inclusion of combinations which 
are not serious threats to competition and which might contribute mate- 
rially to productive efficiency. It was this consideration, apparently, 
that led the Commission to omit this specific recommendation from 
a subsequent discussion of suggested amendments of Section 7. 19 The 
Commission said: 

The permissible percentage of corporate control over an industry should be 
elastic. A given percentage in one industry might be wholly harmless to the 
public interest, while the same or even a smaller percentage in another industry 
might be gravely prejudicial. The minimum percentage necessary to effective 
corporate control of an industry is quite analogous to the minimum percentage of 
stock ownership necessary to control a corporation. In both cases it varies 
widely according to circumstances. 20 

The most pressing need is that Section 7 be amended to include the 
acquisition of assets. Effective action can then be taken to prevent 
combinations which are really a menace to free competition. 

(2) Agreements or Understandings Between Competitors 

The Federal Trade Commission has also attacked loose combinations 
effected by agreements or tacit understandings between firms which are 
ostensibly independent and competitive. Such conspiracies to restrain 
trade are unlawful under both the common law and the Sherman Act, 
whether they obstruct the business operations of outside producers or 
stifle competition through price-fixing or the allotment of market terri- 
tories. While the Commission has been delegated no specific power, it 
has assumed jurisdiction over such cases by viewing them as unfair 
methods of competition. 21 Strictly speaking, however, a combination of 
traders to fix prices, for example, is not a method of competition. The 
offense in such a case is not in the manner in which the traders compete, 
but rather in their failure or refusal to compete. To the extent that 
advertising or some other form of non-price competition still exists it 
might be said that the method of competition has been changed, but the 
fact remains that the most important phase of the competitive process is 
held in abeyance when prices are fixed by agreement. The principle of 
law embodied in the Sherman Act is being enforced by the Commission 
under a statute which is not an anti-trust law, but it is being done with 
the apparent assent of Congress and with the definite approval of the 
Supreme Court. 

19 F. T. C., Annual Report, 1939, pp. 14r-16. 

2<>76td., p. 16. 

21 See, for example, Association of Flag Manufacturers, 1 F. T. C. 66 (1918); and 
Botsford Lumber Co. et ah, 1 F. T. C. 60 (1918). 
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The Commission has been upheld by the courts in all cases in which 
its orders relating to restraints of trade have been challenged. The 
leading case, which involved the Pacific States Paper Trade Associa- 
tion, 22 falls within the group of cases where orders were directed pri- 
marily against price-fixing. 23 Wholesale dealers, doing 75 per cent of 
the business in paper and paper products exclusive of roll newspaper, 
were members of local and general trade associations. Uniform prices 
were fixed and diligently enforced by the local associations as regards 
intrastate sales. The same price-lists were habitually used by salesmen 
in making sales beyond the states in which the dealers were located and 
in making local sales which were filled by direct shipments from outside 
mills. There appeared to be no evidence of an outright price agreement 
with respect to interstate trade. The Commission had inferred, how- 
ever, that the use of the established price-lists lessened competition and 
fixed prices in interstate commerce. In tins conclusion, the Supreme 
Court agreed. It stated: “An understanding, express or tacit, that the 
agreed prices will be followed is enough to constitute a transgression of 
the law. No provision to compel adherence is necessary. It would ap- 
pear difficult for these jobbers to maintain a uniform price-list in the 
State while making sales across the line at different and competing 
prices.” 24 The issue of whether or not the Commission had the delegated 
authority to suppress such a restraint upon interstate commerce was not 
considered by the Court. It appears to be settled definitely, therefore, 
that the Commission has jurisdiction over collusive agreements, express 
or tacit, in restraint of trade. 

A second group of cases involves concerted action on the part of 
distributors to maintain the “regular” or “legitimate” channels of trade. 
Numerous orders against conspiracies to prevent the development of 
newer methods of distributing products have been issued by * the Com- 
mission and in many cases have been subjected to court review. They 
have been upheld by the courts without exception. 25 A typical case is 

22 F. T. C. v. Pacific States Paper Trade Assn., 273 IJ. S. 52 (1927). 

23 Some of the cases involving conspiracies of this type are: Association of Flag 
Manufacturers, 1 F. T. C. 55 (1918) ; Music Publishers Association, 5 F. T. C. 465 
(1923); Washington Cereal Association, Oregon Cereal & Feed Assn., 11 F. T. C. 
396 (1927); Mercerizers Assn, of America, 15 F. T. C. 1 (1931); Viscose Company 
et al. f 25 F. T. C. 421 (1937). Orders directed at these price-fixing combinations 
are rarely appealed to the courts, for it is settled that they are unconditionally 
illegal. 

24 273 U. S. 52, 62. It is noteworthy that ten years after the Commission’s order 
was upheld, the respondents were proved by the Commission to be violating the 
court decree and fined $10,000 for contempt of court. 88 Fed. (2nd) 1009 (1937). 

28 See, for example, National Harness Mfrs. Assn. v. F. T. C., 268 Fed. 705 (1920) ; 
Western Sugar Refinery Co. v. F. T. C., 275 Fed. 725 (1921); Southern Hardware 
Jobbers Assn. v. F. T. C., 290 Fed. 773 (1923) ; F. T. C. v . Wallace, 75 Fed. (2nd) 733 
(1935). 
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that relating to the efforts of the Arkansas Wholesale Grocers’ Associa- 
tion to maintain the old-line channel of trade in the grocery business . 26 
The Association, which included two-thirds of the wholesale grocers in 
Arkansas, threatened to boycott, and its members did withdraw patron- 
age from manufacturers that sold directly to chain stores, cooperatives, 
or retailers and allowed them prices lower than those they could get 
from “legitimate” wholesale grocers. It was the Commission's judg- 
ment, affirmed later by the court, that this was a conspiracy which 
threatened to exclude competitors from the market and was therefore an 
unlawful restraint. The outlawing of such tactics has a firm economic 
basis, for to allow established distributors to interfere with the develop- 
ment of more efficient methods of marketing can only impair economic 
progress and welfare. 

Finally, the Commission has condemned collective action directed at 
the attainment of such diverse objectives as the open shop , 27 a guarantee 
against price decline , 28 the elimination of the business of collecting and 
selling back-number magazines in competition with current issues , 29 and 
the prevention of style piracy . 30 Attempts to eliminate style piracy are 
worthy of further consideration. Original designs and styles, usually 
created by the manufacturers of high-priced products, are often copied 
by other producers as soon as they appear in public and are sold at prices 
below those charged by the originators. The practice appears to be 
general and particularly annoying in the clothing industry. It may be 
important, however, in any field where style changes are frequent and 
of great commercial value. In order to combat the practice, a substan- 
tial number of manufacturers of women’s high-priced hats and dresses 
organized guilds in their respective industries. The members registered 
their so-called original designs and styles with the guilds and agreed 
among themselves not to sell any hats or dresses to retailers who pur- 
chased goods which the guilds found to embody copies of their designs. 
Means were employed which forced a large number of retailers through- 
out the nation to cooperate with the guilds. 

The Commission issued cease and desist orders against the “unfair 
methods of competition” of the guilds and their members, and these were 
unanimously upheld by the Supreme Court. The reasons for finding 
their conduct unlawful were carefully stated by Justice Black in the 
Fashion Originators’ Guild case . 31 Defendants admitted that their 

2e Arkansas Wholesale Grocers Assn. v. F. T. C., 18 Fed. 866 (1927). 

27 Cigar Manufacturers Assn, of Tampa, Florida, 5 F. T. C. 1 (1922). 

28 St. Louis Wholesale Grocers Assn., 7 F. T. C. Decisions 1 (1923). 

29 Butterick Publishing Co. v. F. T. C., 86 Fed. (2nd) 522 (1936). 

80 Fashion Originators , Guild v. F. T. C., 312 U. S. 467 (1941); Millinery Creator’s 
Guild v. F. T. C., 312 ,U. S. 469 (1941). 

81 312 U. 8. 467 (1941). 
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"original creations" could not be patented or copyrighted and that there 
was no legislation preventing the copying of these designs. They urged, 
however, that the sale of copied designs was economically bad, an unfair 
practice, and a tortious invasion of rights, all of which justified combined 
action to destroy such competition. But the Court refused to find any 
justification for a combination which ran counter to the public policies 
laid down in both the Clayton and Sherman Acts. Since members of the 
Guild could sell to retailers only on the condition that they would not 
deal in the garments manufactured by “style pirates," there was a viola- 
tion of the exclusive dealing section of the Clayton Act. And the plan 
was held to conflict with the principles of the Sherman Act in a number 
of respects. It narrowed the outlets for garment manufacturers and the 
sources of supply for retailers; subjected those refusing to conform to 
the Guild’s policies to an organized boycott; suppressed competition from 
the sale of unregistered textiles and copied designs; and interfered with 
the exercise of governmental power in attempting to make and enforce 
rules regulating commerce. 

The fact that the combination had not achieved a complete monopoly 
was immaterial in view of its clear purpose and tendency. Justice Black 
said: “It was . . . one of the hopes of those who sponsored the Federal 
Trade Commission Act that its effect might be prophylactic and that 
through it attempts to bring about complete monopolization of an indus- 
try might be stopped in their incipiency ." 32 Finally, the Court pointed 
out that it was not essential for a combination to have fixed prices or 
limited output, or to reduce the quality of its product, in order to be 
, declared unlawful. The Commission had found a sufficient degree of 
control over the industry to warrant suppression of the combination be- 
fore these or other undesirable practices were undertaken . 88 

The legal doctrine expressed in these cases finds support on economic 
grounds. To forbid the copying of styles and designs would be to sup- 
press a significant part of the competitive process. It is largely through 
the imitation of new productive methods that general efficiency in pro- 
duction' is increased. Likewise, the imitation of new styles and designs 
of products makes for a more rapid and wide-spread distribution of them 
and increases the satisfactions obtained by the great mass of consumers. 
One can be sympathetic with those who wish to encourage originality by 
rewarding it more highly, but the price would seem to be too high if it 
meant the impairment of competition and the loss of consumer satis- 
factions. 


' p. 466. 

38 The Millinery Creator’s Guild case (312 U. S. 469) was decided the same day 
on the authority of this decision. In th^e Millinery* case, there was a finding by 
the Commission of interference with normal price competition. 
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While the Commission has not prosecuted a large number of cases 
involving combination and restraint of trade, it has been very successful^ 
in this field. It owes its success probably to the fact that the law was 
well settled by cases adjudicated under the Sherman Act. Since the 
substantive law is the same in both cases, the question may be raised as 
to whether or not it is desirable for the Department of Justice and the 
Federal Trade Commission to have concurrent jurisdiction in this prov- 
ince of regulation. It has been argued that these cases should be 
prosecuted under the Sherman Act. It might be conducive to greater 
administrative efficiency if the responsibility for enforcing the anti- 
monopoly policy were concentrated in the Department of Justice. 34 
And furthermore, since the Sherman Act is a criminal statute, its use 
might be a more effective deterrent. It is true that the Federal Trade 
Commission Act is essentially a remedial statute, but it does not follow 
that it is an ineffective instrument in removing trade restraints. Any 
violation of a court decree affirming an order of the Commission may be 
punished for contempt of court, and the Wheeler-Lea Act of 1938 pro- 
vides for substantial fines for the violation of an order of the Commis- 
sion, irrespective of whether or not it has been affirmed by a court. And 
it is doubtful if jnore effective enforcement would be obtained if the field 
were left entirely to the Department of Justice. The Department of 
Justice has not always had the disposition nor the resources to pursue a 
rigorous anti-trust policy. The Federal Trade Commission, although 
not entirely free from politics, docs have a trained staff, experience, and 
information concerning trade and industry, which are valuable in detect- 
ing violations of the law and in prosecuting them. Since the disadvan- 
tages of joint responsibility are not apparent, the public will be best 
served if each agency retains jurisdiction and makes a diligent effort to 
enforce the law in this highly important field. 

(3) Re-sale Price Maintenance 

Re-sale price maintenance is an attempt on the part of a manufacturer 
to control the price at which dealers may re-sell his products to consum- 
ers. No business policy with which legislative bodies, the courts, and 
the Federal Trade Commission have had to deal has given rise to greater 
and more heated controversy than re-sale price maintenance. The con- 
troversy has been reflected in the unsettled state of public policy with 
respect to the practice during the course of the last half-century. But 
before considering and appraising its legal status, one should notice its 
economic features. 

84 National Industrial Conference Board, Public Regulation of Competitive Prac- 
tices, pp. 211-215. 
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Re-sale price maintenance is the outgrowth of mass production and 
the national advertising of consumers’ goods which are identified by 
brand or trade-mark. Manufacturers have built up a preference for 
their particular products by means of great advertising campaigns. It 
is possible to do this, of course, only if the products are branded so that 
their source can be ascertained easily. Imperfect competition between 
manufacturers is thus created. The market is divided into a series of 
sub-markets, each occupied by a manufacturer who has created a prefer- 
ence in the minds of buyers for his product over tlfose of other producers. 
Within the limits imposed on any monopolist, the producer is in a posi- 
tion to control the supply and price of his differentiated product. Brand 
identification also aids his control over the price at which the retailer 
sells. The advantage of handling products with established reputation 
and clientele will induce many dealers to accept the terms of re-sale pre- 
scribed by the producer. In the absence of differentiation it is immate- 
rial to dealers and consumers from whom they buy, and sellers are 
powerless to exact a standard re-sale price. 

Not only are .manufacturers of distinctive products in a position to 
insist on re-sale price maintenance, but many believe it desirable to do 
so. They regard price-cutting as counter to their best interests. It is 
contended that the best results from a sustained program of advertising 
can be obtained if the advertised article has not only a uniform appear- 
ance and a standard quality but a standard price. A variable price 
destroys the single complex which has been created in the consumer’s 
mind and impairs the value of producer advertising. But the main ob- 
jection centers about the use of nationally advertised brands as “loss 
leaders.” Producers are irked by the fact that chain stores and other 
large-scale distributors find it profitable to reduce the prices of well- 
known brands to cost or less in order to attract customers. It appears 
to be a more effective way to gain a reputation for economical selling 
than the reduction of prices on all or a great number of products. And 
it secures direct benefits for consumers without incurring the costs of 
most advertising. Like a great deal of advertising, however, it may be 
deceptive — consumers may be given the false impression that the retailer 
is offering exceptional values in all the goods he sells. But whatever 
the merits of “loss leaders,” it is contended that the retailer is appropriat- 
ing and destroying the good-will created by the expenditure of large 
sums for advertising. Manufacturers are convinced that this type of 
price-cutting reduces total sales and profits. This paradoxical result is 
reached because the price-cutters have no intention of making a sustained 
effort to push the sale of a product on which they obtain no profit or 
suffer a loss. Moreover, those merchants who maintain the standard 
price find it difficult to counteract the feeling on the part of consumers 
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that their prices are exorbitant, and they are discouraged from handling 
the product. If they meet the price competition, they are apt to bring 
pressure on the manufacturer to reduce his price to them, and his profit 
margin may be cut below a reasonable level if he acquiesces in their 
demands. 

The vast majority of independent retailers also favor price mainte- 
nance. They appear in many cases to be more insistent upon the prac- 
tice than manufacturers, for the latter cannot be too sure that their best 
interests always lie in furthering a policy which tends to keep their 
products out of the hands of large-scale distributors. Independent mer- 
chants, however, are engaged in a bitter struggle for survival with the 
more progressive and efficient chain and department stores. They de- 
nounce all forms of price-cutting, and they would be happy to remove 
the chief competitive weapon used by the large-scale distributors. It is 
natural, therefore, that small-scale retailers and their suppliers should 
seek the cooperation of producers to curtail competition so as to main- 
tain prices that will give them a satisfactory profit. They appear to be 
quite willing to give up their individualism and independence as a cost of 
insuring their survival. And many manufacturers favor the retention of 
a large number of small retail outlets, even though this comprises an inef- 
ficient marketing system, because they fear the great bargaining power 
inherent in a few large distributors. 

On the other side of the issue lie the interests of large-scale distributors 
and the consuming public. The big distributors prefer to determine their 
own sales policies, particularly in the matter of pricing. It is only 
through price reductions that they can obtain the large volume which 
enables them to obtain the economies of large-scale operation. More- 
over, because they usually operate on the cash-and-carry basis, their 
actual costs are less than those of the independent retailer who often 
gives an elaborate delivery and credit service. These cost factors, plus 
varying freight costs, should be reflected in the prices charged. To do 
otherwise is to discriminate against the great mass of consumers who 
are anxious to obtain merchandise at the lowest possible prices. The 
manufacturer may set what prices he likes in selling to the distributor or 
retailer, but beyond that he has no legitimate right to control the mar- 
keting process. The policy of maintaining uniform re-sale prices tends 
to discriminate against the efficient retailer, introduces rigidities into a 
marketing system which is in need of reorganization, and prevents the 
consumer from getting the very real benefits of low-cost distribution. 

Prior to the activity of the Federal Trade Commission, the courts had 
passed upon the legality of re-sale price maintenance on a number of 
occasions. The first case was decided by the Supreme Court in 1889, 
and a re-sale price contract was upheld as a reasonable restraint of 
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trade. 85 This view prevails under the common law in England. 86 Under 
the Sherman Act of 1890, however, such contracts did not fare so well. 
In the leading case of Dr. Miles Medical Co. v . Park & Sons Co., 87 a 
manufacturer of a patent medicine sought to prevent a large distributor 
in the drug trade from obtaining his product and selling it at cut prices 
in violation of*re-sale price contracts entered into with all of his recog- 
nized distributors. In denying the relief sought, the Supreme Court held 
that re-sale price contracts are in restraint of trade because they destroy 
competition between distributors. There could be no distinction between 
a manufacturer binding a large number of retailers to sell at a uniform 
price and the dealers themselves agreeing to sell goods at a fixed price. 38 
But means other than contracts yielding the same result were upheld in 
subsequent cases. In United States v. Colgate & Co., 39 for example, the 
company urged dealers to adhere to uniform prices, requested and often 
received information concerning price-cutters, and denied supplies to 
those who failed to respect promises to maintain the re-sale price. The 
case originated as an indictment under the criminal section of the Sher- 
man Act and was complicated by procedural technicalities, but the deci- 
sion upheld the company on the ground that it possessed, as does any 
seller, an unqualified privilege to choose its customers and to refuse to 
sell whenever it wished. 40 In other words, a trader may choose his 
customers on any condition which he sees fit to establish. Thus, as 
one critic has put it, “the questionable doctrine stands that one may exer- 
cise his privilege of refusal to sell in order to promote the anti-social 

88 Fowle v. Park, 131 U. S. 88 (1889). 

88 Ware v. Motor Trade Association et al. (1912) 3KB40. 19 A. L. B. 893. 

87 220 U. S. 373 (1911). 

88 It was decided in Bauer & Cie. v. O’Donnell, 229 U. S. 1 (1913), that even a 
patentee could not control the re-sale price of a patented article. The attempt 
was here made to designate the sale of the product as a “license to use,” but the 
Court declared this to be a “mere play upon words.” It based its decision on the 
rule that once a patented article is sold, the patentee loses any rights flowing from 
the patent monopoly. 

88 250 U. S. 300 (1919). 

♦ 40 professor James A. McLaughlin has commented as follows: “United States v. 
Colgate & Co. is a caricature illustrating the unreality that can be achieved through 
an accumulation of procedural technicalities. . . . Out of the strange procedural 
wilderness , . . emerged the uncouth doctrine of a supposed unqualified privilege of 
refusal to sell. 

“The case inevitably caused trouble to the district courts. Apparently no judge 
and no counsel having occasion to litigate re-sale price maintenance cases realized 
how remote the Supreme Court’s decision was from the facts of the Colgate Com- 
pany’s program. The decision merely stood for an unsound abstraction based upon 
the Supreme Court’s questionable construction of the district court’s ambiguous 
misconstruction of the district attorney’s technical reconstruction of the facts.” 
J. A. McLaughlin, “Fair Trade Acts,” University of Pennsylvania Law Review, 
Vol. LXXXVI (June, 1938), pp. 808-810. 
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practice 6f eliminating competition between distributors,” 41 A second 
device which has withstood legal attack is the agency arrangement. 
Agency has been upheld on the ground that title to the goods is retained 
by the manufacturer, and therefore he has legal control over all elements 
of sale, including the price. 42 

The very considerable activity of the Federal Trade Commission in 
the field of re-sale price maintenance has been confined largely to cases 
involving cooperative effort on the part of a manufacturer and his dis- 
tributors. 43 The leading case concerned the Beech-Nut Packing Co., 44 
which adopted a policy of pric 9 maintenance to be enforced by exercis- 
ing its right to refuse to sell to price-cutters. It employed an elaborate 
system for detecting price-cutting, including the use of serial numbers 
on its products, reports from salesmen, and information solicited from 
wholesalers and retailers. Detailed records were kept concerning the 
behavior of its dealers, and those found to be non-cooperative were denied 
supplies. The Commission issued an order against this set-up, on the 
ground that it was an unfair method of competition within the terms of 
Section 5. In reviewing the order, the lower court found the Beech-Nut 
system to be substantially the same as that presented in the Colgate case 
and reversed the order. 45 Upon appeal, however, the Supreme Court an- 
nounced that its decision in the Colgate case had been “misapprehended” 
and upheld the Commission. 46 It found that the Beech-Nut system went 
far beyond the simple refusal to sell goods to obnoxious dealers. In the 
opinion of the Court, the active cooperation between the manufacturer 
and his distributors in enforcing the policy of standard re-sale prices 
constituted a conspiracy to suppress competition among retail distrib- 
utors. The methods used were quite as effective as contracts would have 
been in accomplishing the same purpose. Apparently, if the company 
had acted only upon information coming to it through the ordinary 
course of business, it would have been upheld. 47 But in going out of its 
way to procure information, especially soliciting and obtaining the aid 


41 McLaughlin, op. cit., p. 812. 

42 U. S. v. General Electric Co., 272 U. S. 476 (1926). 

48 In addition to more than 200 cases which were disposed of in their initial stages, 
the Commission had docketed 154 complaints involving re-sale price maintenance 
prior to June 30, 1928. Of these complaints, 105 were dismissed, 2 were settled by 
stipulation, 43 orders to cease and desist were issued, and 4 cases were still pending 
on June 30, 1928. House Document No. 546, 70th Congress, 2nd Session, F. T. C, 
Report on Re-sale Price Maintenance (1929), Part I, p. 109. 

44 F. T. C. v. Beech-Nut Packing Co., 257 U. S. 441 (1922). 

45 Beech-Nut Packing Co. v. F. T. C., 264 Fed. 885 (1920). 

46 257 U. S. 441 (1922). 

4 * Cream of Wheat Co. v. F, T. C., 14 Fed. (2nd) 40, 50 (1926). 
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of other customers, the Beech-Nut Company overstepped the bounds of 
legality. 

The Commission had insisted that a policy of re-sale price mainte- 
nance was absolutely illegal under Section 5, irrespective of the method 
used. This was a logical position. If the vice of re-sale price mainte- 
nance is the suppression of competition between retailers, as clearly held 
in the Dr. Miles case, it would appear to be immaterial what .method 
was used to achieve the restraint. To hold that illegality depends on 
how information about price-cutting is obtained is to avoid the main 
issue and to lay down a rule which is difficult of enforcement. The Su- 
preme Court, however’ would not accept the Commission’s lead, and 
required it to modify its order to conform to the principle that there had 
to be some element of cooperation to bring the price policy under the ban 
of the law. 

Despite the confusion and uncertainty which characterized the law in 
this field, the powers of the Commission were “invoked with a frequency 
and with a degree of success which constituted a constant source of 
irritation to those who think of price-cutters as anti-social characters,” 48 
Of the orders challenged in the courts, the great majority were affirmed 49 
Orders have been overruled in several cases where it was not demonstrated 
that cooperation existed between the manufacturer and his dealers. 50 

The loophole created by agency arrangements and the privilege of 
refusal to sell did not satisfy the proponents of the policy. For many 
years there was concerted action by interested groups to legalize re-sale 
price contracts. 51 It finally bore fruit first in the state legislatures and 
later in Congress. California enacted a so-called Fair Trade Law in 
1931, 52 which legalized re-sale price contracts on any commodity which 
bears the trade-mark, brand, or name of the producer and which is in 
“fair and open competition with commodities of the same general class 
produced' by others.” This law was greatly strengthened in 1933 by an 
amendment which makes such contracts enforceable against any dealer 

48 McLaughlin^, op. cit., p. 811. 

49 See L: S. Lyon, M. W. Watkins, and V. Abramson, Government and Economic 
Life (Washington, The Brookings Institution, 1939), Vol. I, p. 292, for the citations 
of ten court decisions upholding orders of the Commission. Among others were 
Cream of Wheat Co. v. F. T. C., 14 Fed. (2nd) 40 (1926); and Armand Co. v. 
F. T. C., 78 Fed. (2nd) 707 (1935), certiorari twice denied, 299 U. S. 597, 623 (1936). 

50 American Tobacco Co. v . F. T. C., 9 Fed. (2nd) 570 (1925), affirmed, 274 U. S. 
543 (1927); and Harriet Hubbard Ayer, Inc., v . F. T. C., 15 Fed. (2nd) 274 (1926), 
certiorari denied. 273 U. S. 759 (1927). 

51 An active campaign to secure the enactment of Federal legislation sanctioning 
re-sale price maintenance was conducted for many years by an organization called 
the American Fair Trade League. Among the numerous bills introduced to this end 
were the Stevens Bill, H. R. 13,305, 63rd Congress, 2nd Session (1915), and the 
Capper-Kelly Bill, S. 97, 72nd Congress, 1st Session (1932). 

B * Cal. Stat. 1931, Chap. 278. 
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who sells below the established price regardless of whether or not he is 
a party to them. The Act provides that “wilfully and knowingly adver- 
tising, offering for sale or selling any commodity at less than the price 
stipulated” in any contract entered into pursuant to the law is unfair 
competition and is actionable at the suit of any person damaged 
thereby.” 68 It is immaterial whether the person advertising or selling 
is or is not a party to such contract. This far-reaching statute enhanced 
the popularity of re-sale price contracts and was made the basis for a 
phenomenal campaign throughout the states. Retail druggists and their 
associations were potent forces in promoting the legislation and their 
suggested draft of the law was faithfully followed. 54 Little opposition 
appears to have been encountered. By the end of 1936, at least 15 
states had approved Fair Trade Laws. 55 There was some doubt as to 
their constitutionality when different state courts of appeal rendered 
conflicting decisions. 50 But the matter was cleared up when the Su- 
preme Court approved the virtually identical California and Illinois 
statutes in December, 1936. 57 The decision was based on the asserted 
fact that a distributor owns the commodity, but does not own the brand 
or trade-mark and the good-will which it symbolizes. A dealer is free 
to sell the product at any price he sees fit, providing he removes the 
identifying brand or mark and does not utilize the good-will of the 
producer to achieve the sale. The Court recognized that the question 
of whether price-cutting is injurious to the good-will and business of the 
producer and to the general public “may be regarded as fairly open to 
differences of opinion.” 58 Since the legislature had decided that good- 
will was damaged, however, it was free to protect the property, and the 
means employed were perfectly legitimate. 50 With this sweeping victory 


03 Cal. Slat. 1933, Chap. 260. 

54 McLaughlin, op. cit., pp. 815-818. 

65 Commerce Clearing House, Trade Regulation Service (eighth edition), pp. 
10,002-10,003. 

66 The highest courts of California and Illinois upheld their respective acts. Max 
Factor & Co. v . Kunsman, 55 Pac. (2) 177 (1936) ; Pyroil Sales Co. v . The Pep Beys, 
55 Pac. (2) 194 (1936) ; Seagram-Distillers Corp. v . Old Dearborn Distributing Co., 
2 N. E. (2) 940 (1936). The New York Court of Appeals held the state act viola- 
tive of both state and Federal constitutions as applied to non-contracting retailers. 
Doubleday, Doran & Co. v. Macy & Co., 199 N. E. 409 (1935). This decision was 
subsequently reversed in Bourjois Sales Corp. v. Dorfman, 7 N. E. (2) 30 (1937). 

57 Old Dearborn Distributing Co. v. Seagram-Distillers Corp., 299 U. S. 183 (1936); 
Pep Boys v. Pyroil Sales Co., 299 U. S. 198 (1936). 

68 299 U. S. 183, pp. 195-196. 

69 In reply to the allegation that the dealer had been deprived of the constitutional 
right to dispose of his property on his own terms, the Court said: “We find nothing 
in this situation to justify the contention that there is an unlawful delegation of 
power to private persons to control the disposition of the property of others. . . . 
The restriction, already imposed with the knowledge of appellants, ran with the 
acquisition and conditioned it.” Ibid., p. 194. 
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in the courts, most of the regaining state legislatures climbed on the 
band-wagon* At the present time 44 states have legalized re-sale price 
contracts. 60 The only territory outside the fold comprises the states of 
Delaware, Missouri, Texas, and Vermont, and the District of Colum- 
bia. 61 

The final step in the almost complete reversal of public policy in this 
sphere was the enactment by Congress of the Miller-Tydings Act in 
1937. 62 Re-sale price maintenance contracts which are lawful in the 
state in which the re-sale is to be made are exempt from the provisions 
of the Sherman Act and the Federal Trade Commission Act. Opposed 
by the President and the Federal Trade Commission on the ground that 
it would damage consumers through increased prices, the exemption was 
enacted as an unrelated “rider” clause to a bill providing revenue for the 
District of Columbia. The President signed it reluctantly. Like the 
state Fair Trade Acts, contracts are confined to branded or trade-marked 
goods which are in free and open competition with products of the same 
general class. Also, as in the state laws, horizontal price agreements be- 
tween manufacturers, or wholesalers, or retailers are prohibited. Since 
all of the state laws make re-sale price contracts enforceable not only 
against those who sign them but against all other dealers as well, the 
same may be true of contracts in interstate commerce. As yet that issue 
has not been decided. 63 

What is the economic significance of this shift in policy? It is obvious 
that the “fair trade” legislation goes far beyond the elimination of the “loss 
leader.” No attempt is made to distinguish good from bad price-cutting. 
The legislation precludes all types, and therefore protects the independ- 
ent retailers and their suppliers in their competitive struggle with the 
more efficient large-scale distributor. Manufacturers will be encouraged 
to build up good-will through advertising. Price competition will be 
supplanted by sales promotion and other types of non-price competition. 
Producers are given greater control over the market, and may seek to 
maintain a large number of small outlets at the expense of the develop- 
ment of low-cost marketing. They will be aided in this by the pressure 
of small retailers to initiate re-sale price programs. Concerted action on 
the part of distributors to force manufacturers to cooperate, perhaps ac- 


60 Commerce Clearing House, op. cit. } p. 2554. 

61 Ibid., p. 2559-2563. There are no statutoiy prohibitions in Delaware and Ver- 
mont, hence re-sale price contracts might be upheld except as to non-contracting 
parties. They are absolutely illegal in the other three jurisdictions. 

62 Public No. 314 (75th Congress), approved August 17, 1937. The Act was passed 
in the form of an amendment to Section 1 of the Sherman Act. 

68 See Commerce Clearing House, op. tit., pp. 2574r-2576, for a discussion of that 
. question. The probabilities seem to be that state prohibitions against non-contract- 
ing dealers will not be held to apply to interstate sales. 
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companied by the suggestion of possible diversion of patronage, would 
probably run afoul of the law, 64 

Only one redeeming feature can be seen. It is probable that re-sale 
price maintenance will not assume major importance so far as the total 
volume of retail trade is concerned. It is applicable only to identified 
goods. The use of private brands by department stores and chain sys- 
tems will probably be stimulated. And the difficulty of enforcement will 
impair its effectiveness. Such devices as coupons, combination sales, and 
excessive allowances for “trade-ins” may be used to evade the established 
price and thus retain active price competition. In view of these consid- 
erations, it has been estimated that not over 10 per cent of all retail trade 
will be affected by the Fair Trade Acts. 65 In such fields as the drug 
trade, however, re-sale price maintenance will probably continue to be of 
considerable importance. But to whatever extent it prevails, its legaliza- 
tion represents an unfortunate tendency in public policy. 

(4) Price Discrimination 

It will be recalled that price discrimination was specifically dealt with 
in the 1914 legislation. Section 2 of the Clayton Act forbids discrimina- 
tion in price between different purchasers of commodities, where the ef- 
fect of such discrimination “may be to substantially lessen competition 
or tend to create a monopoly in any line of commerce.” Certain provisos 
further limited the scope of the prohibition. It did not apply to differ- 
ences in price based on a dissimilarity in grade, quality, or quantity, or 
differences that made only due allowance for variation in the cost of 
selling or transportation. Such price differentials are obviously not dis- 
criminatory or unfair. Moreover, discrimination made in good faith to 
meet competition was not proscribed, and the right of sellers to select 
their own customers was preserved. 

The Clayton Act was designed to meet two types of discriminatory 
practice, namely, geographical and personal discrimination. Most im- 
portant in the eyes of the legislators, perhaps, was local price-cutting. 
In order to eliminate a competitor, a powerful firm or combination might 
temporarily cut prices in a particular area, with the intent of increasing 
them to a profitable level when the local competitor had been forced out 

64 The Federal Trade Commission launched an investigation of the extent, methods 
of development, and effects of re-sale price maintenance under recent legislation in 
1939. Among other things, it is inquiring into “practices employed in obtaining 
the support of industry and the retail and wholesale trades . . . and practices em- 
ployed in the practical establishment of re-sale price maintenance.” F. T. C., 
Annual Report, 1939, p. 27. 

88 McLaughlin, op, cit:, p. 817. 
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of business or had joined the combination through agreement or merger. 
Local discrimination was clearly an unfair method of competition, for it . 
was instrumental in extending the market control of monopolistic enter- 
prise. It had been used to great advantage by the Standard Oil and 
American Tobacco Companies, a factor which materially influenced the^ 
Supreme Court in its finding that these concerns had deliberately sought 
monopoly power in their respective fields. 60 

Also included in the prohibition was price discrimination which places 
certain enterprises or groups of enterprises at a competitive disadvantage 
because they are forced to pay higher prices than their competitors. 
Unfairness of this sort had long been a matter of public concern in the 
case of railways and other so-called natural monopolies, and had been 
outlawed in the Interstate Commerce Act and the numerous state statutes 
applicable to railways and public utilities. The Clayton Act generalized 
the policy so as to include protection for customers of all monopolistic 
concerns. As will be revealed shortly, there was some doubt in the 
minds of the courts whether or not the language of Section 2 did apply 
to the prices which an individual seller offered his customers. There is 
reason to believe, however, that Congress intended to write a law suf- 
ficiently broad in scope to embrace personal as well as geographical dis- 
crimination. 67 

In the Congressional debates over the Act there was great emphasis 
placed upon local price-cutting as a nefarious competitive device. It is 
interesting to note, however, that there has been a dearth of cases relat- 
ing to this practice. The Commission raised the question on several 
occasions, but in only one instance included in a formal order a command 
to desist from selling below cost in one city for the purpose of driving out 
competition there. 68 A private suit supplied the outstanding case. In 

66 Standard Oil Co. v. U. S., 221 U. S. 1 (1911); U. S. v. American Tobacco Co., 
221 U. S. 106 (1911). The Report of the Judiciary Committee of the House stated: 
“We are not dealing with an imaginary evil or against ancient practices long since 
abandoned, but are attempting to deal with a real, existing, wide-spread, unfair 
and unjust trade practice.” House Report, Vol. II, No. 627, 63rd Congress, 2nd 
Session (1914), p. 8. 

67 The original bill before the House prohibited price discrimination “with the 
purpose or intent to thereby destroy or wrongfully injure the business of a com- 
petitor of either such purchaser or seller ” The House Report, op. cit., stated that 
this section “expressly forbids discrimination in price . . . when such discrimination 
is made with the purpose or intent to thereby destroy or wrongfully injure the 
business of a competitor either of such dealer or seller.^ This phraseology was dis- 
carded in conference, and the substitute phrase, “where the effect of such discrimina- 
tion may be to substantially lessen competition or tend to create a monopoly in any 
line of commerce,” was adopted. Congressman Webb, in presenting the Conference 
Report to the House, stated : “We t felt that that would tend to give the section 
more elasticity and breadth.” Congressional Record, Vol. LI, p. 16,273. 

68 Pittsburgh Coal Company of Wisconsin, et ah, 8 F. T. C. 480 (1925). The 
Commission charged local price discrimination in C. Coleman Lumber Co., Docket 
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it the American Tobacco Company was held to have reduced the price 
for Lucky Strike cigarettes in Porto Rico below that in the United States 
for the purpose of destroying the business of a local producer . 69 Lack of 
use of the section may indicate sthat the practice has actually been 
abandoned by business men to a large extent, or that the statutory ex- 
emption of price-cutting “to meet competition” has nullified the effective 
application of the prohibition. Price-cutting is usually sporadic and 
temporary in -character, and it is hard to prove that it is not done to 
meet competitive situations. It may be, however, that the practice is 
on the wane because of the statutory prohibition, or because modern 
market conditions make it impracticable to maintain such price policies. 
Market information is widely disseminated these days, and producers 
may incur the ill-will of the great mass of their customers if they give to 
some buyers a more favorable price . 70 The possibility that a local price 
war may spread rapidly to other regions and the growing conviction on 
the part of business men that price competition of any sort is disadvan- 
tageous may be further deterrents to local price discrimination. 

While various types of geographical discrimination have received some 
attention under the original provisions of the Clayton Act, discrimina- 
tion emanating from zone systems of pricing appears not to have been 
attacked. No case has been prosecuted where sellers charge delivered 
prices that are uniform for all points in a large territory. Yet the de- 
gree of discrimination may be substantial when transportation costs are 
not uniform and are a considerable part of the final price. The Com- 
mission has concerned itself, however, with the less common system in 
which prices are calculated on a basing-point . 71 The outstanding case 
was the order against the so-called “Pittsburgh Plus” system of quoting 
prices for rolled steel products . 72 It was found to be discriminatory in 
violation of the Clayton Act, as well as an unfair method 'of competi- 
tion . 73 The United States Steel Corporation, without appeal to the 


No. 13, and Interior Lumber Co., Docket No. 14, but dismissed the complaints on 
the showing that respondents acted in good faith to meet competition and there 
was no tendency to lessen competition substantially. The charge in International 
Ice Cream Co., Docket No. 1081, that ice cream was being sold below cost in a 
certain territory for the purpose of driving out competitors was dismissed by the 
Commission with no reasons assigned. 9 F. T. C. 466 (1925). 

69 Porto Rican American Tobacco Co. v. American Tobacco Co., 30 Fed. (2nd) 234 
(1929), certiorari denied, 279 U. S. 858 (1929). 

70 See National Industrial Conference Board, op. ciL, pp. 69-71, for a discussion 
of reasons for the apparent discontinuance of the policy of local price-cutting. 

71 F. T. C., Price Bases Inquiry (1932), p. 13. 

72 In the Matter of United States Steel Corp., 8 F. T. C. 1 (1924). 

78 Purchasers of steel products from manufacturing points other than Pittsburgh 
were obliged to pay prices which yielded the producers varying net amounts de- 
pending upon the differences between the transportation cost from the basing-point 
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courts, consented to comply with the terms of the Commission's order. 
The elimination of this monopolistic pricing policy, although it left un- 
touched the power to enforce discriminatory prices, represented an impor- 
tant achievement of the Commission. With the enactment of the 
Wheeler-Lea Act in 1938, Congress provided that all orders of the Com- 
mission issued prior to its enactment were to become final sixty days 
thereafter. The Steel Corporation petitioned a circuit court to review 
and set aside the order of July 21, 1924. 74 The Company feared, appar- 
ently, that current practices in the pricing of rolled steel products might 
be found to have been proscribed by the broad terms of that order. The 
order was challenged after having been in effect for about fourteen years, 
presumably because of the penalties which would be incurred if it were 
being violated. 

Despite the fact that the Supreme Court did not disapprove of basing- 
point price systems in a couple of trade association cases prosecuted 
under the Sherman Act and decided in 1925, 75 the Commission continued 
to attack the practice. It was condemned in economic investigations 
pertaining particularly to the cement and iron and steel industries. 76 
More recently the Commission has issued complaints based in part upon 
the use of basing-point price systems against an association of cement 
producers manufacturing 95 per cent or more of the total output in the 
United States, 77 and against a group of snow fence manufacturers pro- 
ducing nearly all of the products purchased in fourteen eastern states. 78 

So far as personal discrimination is concerned, the type which has 
generated the greatest controversy as regards the interpretation of the 
Clayton Act has been that based upon trade status. 70 This has been a 


and from the actual point of production. Users of rolled steel products in the 
Chicago area, for example, though purchasing from a Chicago mill, had to pay a 
higher price than Pittsburgh competitors by the amount of the freight rate between 
the two points, thus placing them at a considerable competitive disadvantage. 

74 F. T. C., Annual Report, 1938, pp. 90-91. 

78 Cement Manufacturers Association v. U. S., 268 U. S. 588 (1925); Maple Floor- 
ing Manufacturers Association v. U. S., 268 U. S. 563 (1925). 

78 See F. T. C., Price Bases Inquiry (1932) ; and F. T. C., Basing-Point System in 
the Steel Industry (1934). 

77 The Cement Institute, F. T. C. Complaint No. 3167 (1937). 

78 United Fence Manufacturers Assn., et al., F. T. C. Complaint No. 3305 (1938). 
An order to cease and desist was issued in July, 1938, 27 F. T. C. 377 (1938). 

78 Another type of discrimination is that based upon the use to which the product 
is to be put. This is a familiar practice in the public utility field, where water, gas, 
and electricity are commonly sold at higher rates to domestic consumers than to 
commercial and industrial users. It is to be found in markets for agricultural and 
industrial products also where the essential conditions prevail, namely, an element 
of monopoly on the selling side of the market, varying elasticities of demand for the 
different uses, and the inability of buyers to divert low-priced units to the more 
valuable uses. Examples include milk of identical quality which is sold by coopera- 
tive associations of dairy farmers at a variety of prices depending upon whether it 
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long-established price policy. Manufacturers have very commonly sold 
identical products at different prices according to whether the purchaser 
is a jobber, wholesaler, retailer, or final consumer. The classification of 
buyers is based upon the nature and scale of their operations. Jobbers 
and wholesalers perform the function of carrying inventories and dis- 
tributing goods to the numerous small retail outlets. They have in the 
past, at any rate, purchased in considerably larger quantities than re- 
tailers. But with the integration of the services of wholesaling and re- 
tailing in the modern chain store, department store, and cooperative 
buying association of retailers, the volume of purchases no longer corre- 
sponded closely to the trade status of the purchaser. The large-scale 
retailing organizations, since they also purchased in large quantities, have 
demanded the same trade discounts accorded wholesalers. Some manu- 
facturers refused, and their price policies were alleged to be discrim- 
inatory. They are discriminatory, of course, if the differences in price 
do not conform to the differences in the total cost of doing business with 
each class, i.e., where the net yield on sales is not uniform. 

The Mennen Company, in the marketing of its toilet preparations, re- 
fused to grant “wholesaler” discounts to a cooperative organization of 
retail druggists which ordered goods in wholesale quantities. This was 
done on the ground that the members of the “buying clubs” were the real 
purchasers, and since they sold directly to consumers they could not 
qualify for the wholesale price concessions. The Federal Trade Com- 
mission found this to be illegal price discrimination and issued an order 
against it . 80 Upon court review the order was reversed, certiorari being 
denied by the Supreme Court . 81 The Circuit Court of Appeals found 
nothing repugnant *in the price policy, saying: “There is nothing unfair 
in declining to sell to retailers on the same scale of prices that it sold to 
wholesalers, even though the retailers bought or sought to buy the same 


is to be used for fluid consumption, cream, butter or cheese-making, or canning as 
condensed or evaporated milk. Plate glass per square foot is sold at considerably 
higher prices in large pieces than in small ones, although the small pieces are as 
costly to produce as the large ones. Demand for large pieces is relatively inelastic, 
whereas the smaller pieces must be sold in competition with window glass, and 
hence the demand is relatively elastic. Likewise, prices of aluminum have varied 
according to whether it. was to be used for one purpose or another. Aluminum 
cable, although costly to fabricate, has been sold at lower prices per pound than 
aluminum ingots, because the former comes into competition with copper cable for 
transmission purposes. (A. R. Bums, The Decline of Competition (New York, 
McGraw-Hill Book Company, 1936), pp. 274-277). The Commission seems not to 
have handled any cases involving discrimination of this type, although it is clearly 
a manifestation of monopoly power. 

80 4 F. T. C. 258 (1922). 

The Mennen Co. v. F. T. C., 288 Fed. 774 (1923); certiorari denied, 262 U. S. 
750 (1923). 
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quantity the wholesalers bought .” 82 If the economic criterion of dis- 
crimination is held to be a variation in the net yield to the seller on 
different sales, this assertion is palpably false. But the court did not 
base its decision wholly on this ground. It was ruled that competition 
between the Mennen Company and other manufacturers could not be 
lessened by the price policy in question, and therefore it was not unlaw- 
ful. The basis for this conclusion was its interpretation of the provision 
of the law that discrimination was illegal if its effect was to lessen com- 
petition “in any line of commerce.” The phrase “in any line of com- 
merce” was construed to mean that prejudice to the interests of Mennen’s 
competitors had to be proved, an unlikely result *of the price policy in 
question. Thus, even though the favored buyers were given an undue 
advantage over other purchasers and competition between them was im- 
paired, the statutory prohibition did not apply. The court asserted that 
Congress had intended only to suppress local price-cutting directed at 
a competitor of the seller, and had not sought to protect the competition 
between purchasers of a single seller. As indicated earlier, both the 
broad language of the law and its legislative history fail to support this 
interpretation . 83 

While the Commission was unsuccessful in preventing discrimination 
between buyers, the ruling of the Supreme Court in a private suit, 
strangely enough, constituted the exact interpretation of the Clayton 
Act unsuccessfully sought by the Commission. In Van Camp Co. v. 


82 288 Fed. 774, 783. 

83 Although the issue in the cases involving the National Biscuit and Loose-Wiles 
Biscuit Companies (7 F. T. C. 206 and 218, 1924) was not quite the same as in the 
Mennen case, the result in the courts was quite as unsatisfactory to the Commission. 
These companies had adopted a system of graduated quantity discounts which gave 
to the newer large-scale distributing organizations a much better “break” than dis- 
counts based on trade status. The chain stores were allowed to combine the pur- 
chases of all the separate units in calculating the discounts, even though each unit 
placed its orders and was served individually. They refused, however, to grant like 
discounts on the aggregate of pooled orders of independent retailers purchasing 
through cooperative agencies. The cost of selling to the units of a ch&in system 
was found to be the same as the costs incurred in dealing with a like number of 
independent stores. The Commission found that this price policy gave the chains 
an undue competitive advantage. 

The Circuit Court of Appeals revoked the order of the Commission, National 
Biscuit Co. v. F. T. C., 299 Fed. 733 (1924); certiorari denied, 266 U. S. 613 (1924), 
and affirmed the non-discriminatory character of the discount policy on the flimsy 
ground that the units of the chain store could not be regarded as separate pur- 
chasers, despite the fact that they were solicited and deliveries made to each in- 
dividually. The basic philosophy underlying the decision appears to have been 
that sellers have unlimited freedom to conduct their business affairs; they may 
select their own customers and sell to them on whatever terms they choose. It 
may be questioned, however, whether the privilege extends to a firm that solicits 
orders and actually sells to its various customers at prices which disregard relative 
cost. Under conditions of pure competition no such price policy could prevail. 
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American Can Co., 84 it was alleged by George Van Camp and Sons Com- 
pany that the American Can Company was unlawfully discriminating 
against it and in favor of its competitor, the Van Camp Packing Com- 
pany, in the sale of tin cans. It was charged that the American Can 
Company sold cans to the plaintiff company at its publicly announced 
standard prices, whereas the Van Camp Packing Company was able to 
purchase its requirements at 20 per cent below these prices. A further 
allegation, among others, was that the American Can Company furnished 
sealing machines to both packers, but charged the plaintiff a fixed rental, 
while furnishing them free of charge to the Van Camp Packing Com- 
pany. Pending the determination of the issue of illegal discrimination, 
the Circuit Court of Appeals certified two questions to the Supreme Court 
relating to the interpretation of Section 2 of the Clayton Act. The 
purport of these questions was whether or not Section 2 was applicable 
to price discrimination which might substantially lessen competition “not 
in the line of commerce wherein the discriminator is engaged, but in the 
line of commerce in which the vendee of the discriminator is engaged.” 85 
The Supreme Court answered the queries to the effect that the phrase 
“in any line of commerce” must be taken in its literal meaning. Thus, 
any price policy which prejudices the interests of certain purchasers or 
types of distributors may be attacked under the Clayton Act. The 
Court rejected the reasoning and the conclusion reached in the Mennen 
case. As a result, the statutory prohibition took on new vitality and ap- 
peared to be of some practical significance. 80 Before the Commission 
was able to test its own strength under the new interpretation of the 
law, 87 however, Section 2 was immeasurably strengthened by the amend- 

84 278 U. S. 245 (1929). 

85 Ibid,., pp. 249-250. 

86 See Ladoga Can Co. v . American Can Co., 44 Fed. (2) 763 (1930); certiorari 
denied, 282 U. S. 899 (1931), in which the plaintiff company was awarded triple 
damages on the ground of serious price discrimination. The contention was rejected 
that the discrimination was made in good faith and to meet competition because the 
manufacturer feared that a buyer would make his own cans. 

87 The Commission did issue its complaint against the Goodyear Tire & Rubber 
Co., charging that the terms of its contract for supplying Scars, Roebuck & Co. 
with tire's were unlawfully discriminatory, on September 13, 1933, and issued its order 
on March 5, 1936. (F. T. C., Annual Report, 1936, pp. 63-64.) But it was not until 
February 16, 1939, due largely to litigation as to whether the issue had become moot 
as a result of the enactment of the Robinson-Patman'Act, that the order was con- 
sidered on its merits and then set aside (Goodyear Tire & Rubber Co. v. F. T. C., 
101 Fed. (2nd) 620 (1939); certiorari denied, 308 U. S. 557 (1939). The Commission 
found that Goodyear had entered a contract in 1926, renewed in 1928 and 1931, 
to supply all of the tire requirements of Sears, Roebuck & Co. on a cost-plus 6 per 
cent profit basis. The great bulk of its tires had been distributed through approxi- 
mately 25,000 retail dealers. It was found that under the terms of these contracts 
the "net average sales price discrimination as between Sears, Roebuck & Co, and 
other dealers, over the entire period, varied from 29 per cent to 40 per cent on 
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ments embodied in the Robinson-Patman Act of June 19, 1936.** 

Perhaps the most important factor accounting for the passage of the 
Robinson-Patman Act was the growing importance of the mass distrib- 
utor, notably the chain store. With their survival in the competitive 
struggle threatened, independent wholesalers and retailers were particu- 
larly interested in curbing price practices that they regarded as unfairly 
advantageous to the large-scale buyers and distributors. 80 Their political 
power was shown to be no less strong here than in their fight to legalize 
re-sale price maintenance. But it is noteworthy that a very extensive 
investigation of chain stores by the Commission yielded conclusions fa- 
vorable to the independent wholesalers and retailers. 90 The Commission 
found that chain store merchandising had economic advantages flowing 
from the integration of production and marketing, from savings involved 
in avoiding credit and delivery service, and from benefits realized from 
large-scale advertising. Any program to eliminate them, said the Corn- 

eight sizes of tires, or an aggregate of $41,000,000 on all sizes.” (F. T. C., Annual 
Report , 1936, p. 64.) It appears also that Goodyear had given to Sears, Roebuck 
a large bloc of its common stock and $800,000 in cash with which to buy more 
stock, as a consideration for renewing the contract in 1931 without opening it to 
competition. These discriminatory prices, the Commission found, enabled the mail- 
order house to undersell, at a profit, other retail dealers at prices 20 to 25 per cent 
lower than the general re-sale price on tires of comparable grade and quality. 
This was a factor in driving retail tire dealers and small manufacturers who supplied 
them out of business. Since the great price differential accorded Sears, Roebuck 
could not be justified on the grounds of quantity, quality, differences in cost of sell- 
ing or transportation, or competition, the Commission ordered Goodyear to fix net 
realized prices which “take into account and make due allowance, and only due 
allowance, for differences in the cost of transportation and selling tires to individual 
tire dealers on the one hand and Sears, Roebuck & Co. on the other.” 

The Circuit Court of Appeals set aside the Commission’s order on the ground 
that it had no authority to prevent price differentials “reasonably based on quan- 
tity.” It held that the proviso in Section 2 exempting quantity discounts was not 
qualified by the second proviso exempting price differentials “that make only due 
allowance for differences in the cost of selling or transportation.” According to 
this interpretation, any difference in quantity justified any amount of discrimination. 
Had the Section not been amended by the Robinson-Patman Act, this ruling would 
have permitted wholesale evasion. 

88 Public Act No. 692, 74th Congress, approved June 19, 1936. 

89 The act is frequently referred to as the “Anti-Chain Store” Act. The bill in- 
troduced in Congress by Senator Robinson and Representative Patman was drafted 
by counsel for the United States Wholesale Grocers’ Association. This organization 
actively sponsored the measure and played a very important part in obtaining its 
enactment into law. For a detailed discussion of the legislative background and 
content of this law, see B. A. Zorn and G. J. Feldman, Business under the New Price 
Laws (New York, Prentice-Hall, Inc., 1937) ; and W. Patman, The Robinson-Patman 
Act (New York, Ronald Press Company, 1938). 

"See F. T. C. f Final Report on the, Chain Store Investigation , Senate Document 
No. 4, 74th Congress, 1st Session (1934). The inquiry was both exhaustive and pro- 
tracted, since it was started under a Senate Resolution passed in 1928 and cost over 
a million dollars. Thirty-three individual reports on various phases of the industry 
were submitted in addition to the final report of December 14, 1934. 
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mission, “would involve radical interference with the rights of private 
ownership and initiative, virtual abandonment of the competitive prin- 
ciple, and destruction of the public advantage represented by lower prices 
and lower cost of living.” 91 But the Commission did conclude that the 
special buying advantages which the chains had secured should be 
checked. The large chains with their superior bargaining power had 
been able to force concessions of various kinds from manufacturers. 
The preferential treatment granted chains embraced volume allowances, 
promotional allowances, allowances in lieu of brokerage, freight allow- 
ances, and guarantees against price decline. 92 This discrimination in 
prices and terms by producers against independents and in favor of 
chains, concluded the Commission, accounted “for a most substantial part 
of the chains , ability to undersell independents.” That it was real dis- 
crimination was indicated by the Commission’s judgment that “many of 
the low buying prices of the chains had little, if any, relation to differ- 
ences in quantity or cost of selling.” 93 

The Commission acknowledged the difficulties and uncertainties of en- 
forcing Section 2 of the Clayton Act under the various provisos limiting 
the scope of the prohibition. It recommended that these be eliminated 
and that there be substituted a broad prohibition of unfair and unjust 
discrimination. 94 The principle would be applied by the Commission, 
subject to review by the courts, to particular cases and situations, thus 
making it a judicial rather than a legislative matter. If the proviso 
permitting discrimination based on “quantity” were retained, it was 
suggested that it be made clear that “only due allowance” therefor could 
be made in fixing price differentials or discounts. 95 Otherwise any quan- 
tity difference could be made to justify any amount of difference in price, 
and the law could be evaded in wholesale fashion. This recommenda- 
tion anticipated the adverse court decision the Commission was soon to 
receive in the case involving the exceptional prices accorded Sears, 
Roebuck & Co. by the Goodyear Tire & Rubber Co. in the sale of tires. 96 

As amended by the Robinson-Patman Act, Section 2 of the Clayton 
Act now provides that price discrimination between purchasers is unlaw- 
ful if it substantially lessens competition or tends to create a monopoly 


n F. T. C., Annual Report, 1935, p. 32. 

92 For a summary of the kinds of preferential treatment granted to chain stores 
by manufacturers, see F. T. C., Final Report on the Chain Store Investigation, op. 
cit., pp. 59-63. 

93 F. T. C., Annual Report, 1935, p.' 33. 

94 F. T. C., Final Report on Chain Store Investigation, op. cit., pp. 96-97. 

96 Ibid., p. 97; and F. T. C., Annual Report, 1935, p. 15. 

96 Goodyear Tire & Rubber Co. v. F. T. C., 101 Fed. (2nd) 620 (1939); certiorari 
denied, 308 U. S. 557 (1939). See note 87 of this chapter for a full statement of this 
ease. 
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in any line of commerce (the old language) , or where the effect may be 
“to injure, destroy, or prevent competition with any person who either 
grants or knowingly receives the benefit of such discrimination, or with 
customers of either of them.” This new language makes it absolutely 
clear that it is the intended policy of Congress to protect more than the 
competition between producers and manufacturers. The amended law 
goes beyond the old Clayton Act, in that it is not necessary to show 
that the discrimination lessens competition in a whole “line of com- 
merce.” It is enough to show that competition with certain persons, 
namely, with the discriminator or with the favored buyers, is injured, 
destroyed, or prevented. The precise meaning of this language will be 
made clear only through decisions of the Commission and the courts. If 
it i£ interpreted to mean that a discrimination which injures any com- 
petitor or competitors — for example, independent grocers — is unlawful, 
it will be a potent factor in eliminating the evils at which the act is 
directed. 

Differentials in prices are to be permitted, of course, if it can be dem- 
onstrated that there are differences in the cost of manufacturing, selling, 
or delivery “resulting from the differing methods or quantities” in which 
a commodity is sold or delivered. A seller may, however, make only 
“due allowance” for these differences in cost in fixing prices. Quantity 
discounts must be definitely related to differences in cost, a fact which 
will compel sellers to study costs of manufacturing and distribution and 
to adduce cost evidence in justification of their schedules of quantity 
discounts . 97 A host of theoretical and practical problems will arise in 
the ascertainment of relative costs and their reflection in price schedules, 
but the principle is sound and the Commission and the courts can prob- 
ably be relied upon to make it workable by being satisfied with a reason- 
able or approximate relationship between cost and price. There is one 
feature of the provision which deserves notice, however, and that is the 
apparent right of sellers to refuse to give discounts to quantity buyers 
where there are demonstrable savings in cost. To the extent that sellers 
avail themselves of this right there will exist real discrimination against 
large buyers and a departure from the results of competition. Perhaps 
the great bargaining power of large firms will be sufficient to prevent any 
impairment of their economic advantage in mass purchasing. Neverthe- 
less, so long as such discrimination is not unlawful, the policy contained 
in the Robinsoir-Patman Act cannot be defended wholly on the ground 
that it seeks to simulate the competitive process . 98 

97 If proof of discrimination is made, the burden of rebutting the prima facie case 
by showing justification rests on the respondent. A seller may rebut the case by 
showing that his lower price or the furnishing of services or facilities to purchasers 
was made in good faith to meet competition; Sec. 2 (b). 

•• See A. R. Bums, “The Anti-Trust Laws and the Regulation of Price Competi- 
tion / 1 Law and Contemporary Problems , Vol. IV (June, 1037), p. 313. 
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A further control of price differentials arising from the quantity pur- 
chased suggests a more positive protection of competition. The Commis- 
sion is authorized, upon due investigation and hearing of all interested 
parties, to "fix and establish quantity limits, and revise the same as it 
finds necessary,” as to particular commodities or classes of commodities, 
“where it finds that available purchasers in greater quantities are so few 
as to render differentials on account thereof unjustly discriminatory or 
promotive of monopoly in any line of commerce.” This is significant in 
that it constitutes a shift toward direct price control for industry in gen- 
eral. But perhaps more significant is the fact that Congress is here 
attempting to place limits on the advantages of size, even where size 
results in superior efficiency. The anti-trust laws have been construed 
heretofore as not making “mere size an offense ,” 99 and have condemned 
concentrations of control only when unfair means have been used to 
achieve them or when their power has been abused. But the Commis- 
sion may here restrict the size of distributing firms by withdrawing from 
them the advantage of quantity discounts which may be perfectly justi- 
fiable on the basis of cost . 100 The test of whether price differentials are 
“unjustly discriminatory” or “promotive of monopoly” is not that of 
differences in cost, but whether the number of purchasers able to take 
advantage of the larger discounts is small. It is apparent that Congress 
was impressed with the contention that there was a pro'spect of the retail 
market being dominated by a few large concerns, with a corresponding 
restriction of opportunities for small independent enterprises. And to 
retain the large number of units essential for competition, it was willing 
to sacrifice the efficiency of the large firm. Whether this is too heavy a 
cost or not is debatable, but it might seem that Congress was unduly 
alarmed over the probability of monopoly in the field of retail distribu- 
tion. In view of the size of the market, the great variety of services 
sought by consumers, the small investment required, and the ease of 
entry, it is doubtful whether a few firms will ever achieve domination. 


99 U. S. v. U. S. Steel Corp., 251 U. S. 417, 451 (1920). 

100 The quantity limitation provision was supported on the analogy of the Inter- 
state Commerce Commission’s traditional policy of refusing to permit railroads to 
quote lower freight rates on traintoads than on carloads. Admitting the lower cost 
of shipment by trainload, the Commission has nevertheless held against special 
rates on the ground that they would give an undue preference to the few large 
shippers able to take advantage of them, and would facilitate the further concen- 
tration of business in their hands. It is interesting to note, however, that in the 
so-called Blackstrap case (Molasses from New Orleans, La., to Peoria and Pekin, 111., 
235 I. C. C. 485), decided December 4, 1939, the Commission allowed the establish- 
ment of rates on a quantity larger than a carload. Special circumstances were held 
to justify the departure from the long-established rule. Shippers of molasses were 
able to move their product over the water route from New Orleans to Peoria in 
multiple-bargeload quantities at a very low cost, and the trainload rates were simply 
“designed to meet competition from other modes of transport whose unit of trans- 
portation is not limited to single carloads.” 
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At present it does not seem the part of wisdom to curb the marked 
growth in efficiency and the price competition stimulated by the large- 
scale firm in the retailing field. 

In addition to discrimination in price, the Robinson-Patman Act at- 
tempts to deal with other matters which have the same discriminatory 
effect. Large-scale distributors were shown to have benefited from bro- 
kerage payments from sellers where purchases were actually negotiated 
directly and without the aid of brokers . 101 Such “false” brokerage pay- 
ments or any other compensation paid by a seller to a buyer or his 
agent were prohibited . 102 Some ambiguity in the provision was in- 
troduced by the inclusion of the phrase “except for services rendered” 
in connection with the sale or purchase of goods. Despite this language, 
Congress interpreted the provision as a flat prohibition of all payments 
of brokerage either to buyers or sellers, or to their agents . 103 No effect 
upon competition need be shown. The effect of this provision will be to 
prevent large firms from receiving any part of the economies of direct 
and quantity buying in the form of “fictional” and perhaps secret bro- 
kerage payments. They may receive them only in the form of price 
differentials which meet the requirements laid down by Congress. 

Devices for secret price discrimination, as advertising allowances, pro- 
motional allowances of various types, and services or facilities furnished 
by sellers, are also controlled. But they are not prohibited entirely. 
And excessive allowances for the selling services performed by retailers 
are not forbidden. It is required, however, that all services rendered by 
the seller, or any payments passing to the buyer in consideration of 
services rendered by him, shall be available to all purchasers on “propor- 
tionally equal terms .” 104 The latter phrase is the heart of the provision, 
yet it is most ambiguous. It fails to indicate any element or standard 
for the calculation of proportionality. 

Since the enlargement of the Commission's authority over price dis- 
crimination , 105 it has been very active in this field. During the three- 


ioi p. t. C., Final ^Report on the Chain Store Investigation, op. cit., pp. 27-28. 

i°2 Sec. 2(c). 

108 It appears that the phrase “except for services rendered” was inserted at the 
request of representatives of voluntary cooperative organizations owned by retailers 
or wholesalers because they felt that their organizations rendered a true brokerage 
service. The various Congressional committees handling the legislation disregarded 
the phrase in interpreting the statute as an unconditional prohibition of brokerage 
payments to buyers. See Zorn and Feldman, op. cit., pp. 204-211. 

104 Sec. 2 (d) and (e). 

10 ®The enforcement provisions of the law respecting discrimination were also 
strengthened by the Robinson-Patman Act. A receiver of a price discrimination, 
one who knowingly induces or receives such preferential treatment, is made liable; 
Sec. 2 (f). Moreover, criminal penalties are made available for local and personal 
discrimination (Sec. 3 of the Robinson-Patman Act). 

It should be noted that there is a definite trend toward state legislation of the 
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year period ending June 30, 1939, the Commission instituted 689 investi- 
gations of alleged violations of the amended Section 2, and completed 
478 of them. 106 Complaints were issued in 75 of the proceedings, and 
29 of these have resulted in cease and desist orders. 107 The only cases 
reaching the courts have involved the interpretation and application of 
the brokerage section of the amended law. And the Commission has 
been fully sustained in the three cases decided. 108 The courts held that 
the section was constitutional as applied independently of other sections 
of the act, that a buyer can in no circumstances render a selling service 
to a seller for which he may be paid, and that the Commission may 
forbid the payment of brokerage fees or discounts to an agent of the 
purchaser if they are passed on to the purchaser. Orders under the price 
discrimination section have been directed against trade discounts or the 
unfair classification of purchasers, 109 uniform delivered prices maintained 
by competing firms when freight rates vary, 110 cumulative discounts, i.e 
discounts based not on the size of individual orders but on total pur- 
chases over a specified period of time, 111 volume discounts given to 
purchasers irrespective of the quantities delivered to the separate plants 
or units of a purchaser, 112 and against price favors made to large buyers 
for merchandise to be sold under their own private brands. 113 Orders 
have also been issued against the giving of allowances and discounts to 
purchasers in payment for advertising and other selling services per- 
formed by them when such payments were not available to competing 
customers on proportionally equal terms. 114 It will be possible to ascer- 


Robinson-Patman typo. The laws are called usually “Unfair Practices Acts” or 
“Unfair Sales Acts,” and prohibit either price discrimination or sales below cost, or 
both. About 35 states have laws of one sort or another, 17 of them having laws 
forbidding both price discrimination and sales below cost. To meet constitutional 
requirements, the laws must be construed to forbid the price practices only where 
there is an intent to injure competitors or to destroy competition. In contrast to 
the “Fair Trade Laws” legalizing re-sale price maintenance, which are civil statutes 
with minor exceptions, these laws provide criminal penalties for violations. See 
Commerce Clearing House, Inc., Trade Regulation Service (eighth edition), pp. 
9001-9976. 

100 t C., Annual Report , 1939, pp. 5-6. 

lor F. T. C., Annual Report , 1937, pp. 5, 43-51; 1938, pp. 5, 49-54, 67-70; 1939, 
pp. 5-7. 54-57. 78-81. 

108 Biddle Purchasing Co. v. F. T. C., 96 Fed. (2nd) 687 (1938), certiorari denied, 
305 U. S. 634 (1938); Oliver Bros. v. F. T. C., 102 Fed. (2nd) 763 (1939); Great 
Atlantic and Pacific Tea Co. v. F. T. C., 106 Fed. (2nd) 667 (1939). 

100 Pittsburgh Plate Glass Co., 25 F. T. C. 1228 (1937); Agricultural Laboratories, 
Inc., 26 F. T. C. 296 (1938). 

no United Fence Mfrs. Assn., 27 F. T. C. 377 (1938). 

111 Master Lock Co., 27 F. T. C. 982 (1938) ; Standard Brands, Inc., 29 F. T. C. 121 
(1939). 

112 Loc. cit . 

no United States Rubber Co., 28 F. T. C. 1489 (1939). 

114 Golf Ball Manufacturers’ Assn., 26 F. T. C. 824 (1938) ; Miami Wholesale Drug 
Corp., 28 F. T. C. 485 (1939); United States Rubber Co.. 28 F. T. C. 1489 (1939). 
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tain the scope of the Commission’s authority only when these orders have 
been passed upon by the courts. 

(5) Tying Contracts and Exclusive Dealer Arrangements 

Large enterprisers have usually undertaken tying contracts or exclu- 
sive dealer arrangements in order to acquire or maintain patronage in 
that part of the market where some competition was encountered. By 
their use the efforts of actual or potential competitors to extend their 
market were thwarted and the arrangements tended to suppress competi- 
tion. Despite this, the courts found that under the prevailing law of 
1914 they could not condemn the development. To meet the situation, 
particularly the tying contracts uncovered in the Dick 118 and United 
Shoe Machinery 116 cases, Congress enacted Section 3 of the Clayton 
Act. Section 3 forbids the sale or lease of either patented or unpatented 
articles if the purchaser or lessee is required not to use or deal in the 
goods of a competitor of the producer, and if the effect of such an ar- 
rangement may be “to substantially lessen competition or tend to create 
a monopoly in any line of commerce.” 

The efficacy of this prohibition is not limited to the activities of the 
Federal Trade Commission. A number of the outstanding cases have 
arisen through suits of private parties and prosecutions by the Depart- 
ment of Justice. While these cases do not provide evidence relating to 
the value of the administrative regulation of business practices, they do 
provide precedents for the judicial review of the Commission’s orders, 
and serve to indicate the general effectiveness of the law. 

It is clear from the language of Section 3 that Congress did not intend 
to condemn all tying contracts. Only those tying restrictions are unlaw- 
ful which lessen competition substantially or tend to create a monopoly. 
This qualification has caused the greatest difficulty and controversy in 
the interpretation and application of the statute. The relative size and 
position of the producer in his industry has been important in determin- 
ing the degree to which competition has been lessened. In the leading 
case involving the United Shoe Machinery Corporation, 117 the Supreme 
Court emphasized the fact that the defendant controlled 95 per cent of 
the shoe machinery production. It said: “When it is considered that 
the United Company occupies a dominating position in supplying shoe 
machinery of the classes involved, these covenants signed by the lessee 
and binding upon him effectually prevent him from acquiring the ma- 
chinery of a competitor of the lessor except at the risk of forfeiting the 

115 Henry v. A. B. Dick Co., 224 U. S. 1 (1912). # 

116 United States v . United Shoe Machinery Co., 247 U. S. 32 (1918). 

w United Shoe Machinery Corp. v. United States, 268 U. S. 461 (1922). 
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right to use the machines furnished by the United Company which may 
be absolutely essential to the prosecution and success of his business.” 118 
A similar consideration led the courts to condemn the restrictive clause 
in the agreements of the Radio Corporation of America licensing the 
manufacture of radio sets. The Radio Corporation, owner of numerous 
patents on radio apparatus, required its licensees to use only its tubes 
(upon which the basic patent had expired) in the original equipment of 
radio sets. Since the Radio Corporation and its licensees controlled 
about 70 per cent of the receiving set business, and the Corporation 62 
per cent of the entire tube field, there was found to be a substantial 
lessening of competition in the manufacture and sale of radio tubes. 110 
The factor of dominating position was also significant in the invalidation 
of the tying clause contained in the leasing contracts for the patented 
tabulating machines of the International Business Machines Corpora- 
tion. 120 In this instance a clause provided that if cards not purchased 
from the owner of the machines were used, the contract of lease would 
be terminated. Its only competitor in the field, Remington Rand, Inc., 
used the same type of lease. 121 And they had agreed not to try to sell 
tabulating cards to each other’s customers. The Court stated that Inter- 
national Business Machines sold 81 per cent of the total output of 
tabulating cards and derived one-third of its gross receipts from this 
source. And it appeared that others could manufacture cards suitable 
for use in the machines. These facts led the Court to the conclusion 
that the tying clause eliminated competition in the sale of tabulating 
cards and “has in fact been an important and effective step in the crea- 
tion of monopoly.” 

The Federal Trade Commission issued a considerable number of or- 
ders against tying contracts in the years immediately following its 
organization. In several early cases it was found that firms were at- 
tempting to utilize patent rights for the extension of control over articles 
which were unpatented. 122 These orders, which included one against 
the A. B. Dick mimeograph concern, were accepted without appeal to 
the courts. The Commission did not meet with the same success, how- 
ever, with respect to the 27 orders issued in the so-called “tank-and- 
pump” cases. 123 These orders were directed against a practice of oil 

pp. 457-458. 

110 Lord v. Radio Corp. of America, 24 Fed. (2nd) 565 (1928); certiorari denied, 
278 U. S. 648 (1928). 

120 International Business Machines Corp. v. United States, 298 U. S. 131 (1936). 

121 Remington Rand, Inc., agreed to abide by the decision in the above case. 

122 A. B. Dick Co., 1 F. T. C. 20 (1917) ; National Binding Machine Co., 1 F. T. C. 
44 (1917) Chamberlain Cartridge & Target Co., 2 F. T. C. 357 (1920). 

123 Two of the cases were: Sinclair Refining Co., 2 F. T. C. 127 (1919); and 
Standard Oil Company of Indiana, 2 F. T, C. 26 and 46 (1920). 
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companies whereby tanks and pumps were leased to dealers at a nominal 
rental on condition that they confine the use of this equipment to the 
storage and sale of gasoline purchased from the lessor. There was no 
stipulation that a dealer could not also lease the equipment of a com- 
petitor and sell his gasoline, but, since a single set of equipment was 
sufficient to handle the business of many filling stations, the contracts 
had the effect of confining the purchases of a dealer to the products of 
one company. Small independent refiners felt that the tying practice 
was disadvantageous to them because they would also have to supply 
tanks and pumps in order to obtain market outlets for their gasoline. 
It was a desire to protect the competitive interests of this group against 
the large refiners that prompted the Commission to attack the restric- 
tive leases. But the orders were promptly vacated by the courts on the 
ground that no substantial lessening of competition had been demon- 
strated. Justice McReynolds, in the course of his opinion in a consoli- 
dated case, said: “Neither the findings nor the evidence show circum- 
stances similar to those surrounding the ‘tying’ covenants of the Shoe 
Machinery Company. Many competitors seek to sell excellent brands 
of gasoline. . . . The contract, open and fair upon its face, provides an 
unconstrained recipient with free receptacle and pump for storing, dis- 
pensing, advertising and protecting the lessor's brand. ... No purpose 
or power to acquire unlawful monopoly has been disclosed, and the 
record does not show that the probable effect of the practice will be 
unduly to lessen competition. Upon the contrary, it appears to have 
promoted the public convenience by inducing many small dealers to 
enter the business and put gasoline on sale at the crossroad^.” 124 Since 
this thumping reversal, there has been no further judicial test of the 
Commission’s power to suppress tying contracts. 

The unlawfulness of the closely related practice of exclusive dealing 
also hinges on the question of whether or not competition is substantially 
lessened. Here again the size and strength of the firm appears to be 
the guiding consideration. In the leading case, Standard Fashion Co. v. 
Magrane-Houston Co., 125 the Supreme Court grounded its decision, voidr 
ing an exclusive dealer contract, on the dominating position of the manu- 
facturer of dress patterns in the pattern field. It was shown that the 
Standard Fashion Company together with two allied firms controlled 
two-fifths of the 62,000 pattern agencies in the United States. Since 


124 F. T. C. v . Sinclair Refining Co., 261 U. S. 463, 474-475 (1923). 

125 258 U. S. 346 (1922). A proceeding attacking substantially identical contracts 
was undertaken by the Commission against the Butterick Company, which con- 
trolled the Standard Fashion Company and several other pattern concerns. The 
Commission’s order was upheld fully in Butterick Co. v . F. T. C., 4 Fed. (2nd) 910 
(1925); certiorari denied, 267 U. S. 602 (1925). 
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there was no provision for exclusive representation, that is, tying up 
only one dealer in a town in exchange for the promise to handle no pat- 
terns of other manufacturers, the arrangement had the effect of exclud- 
ing competitors from a large share of the market. There was a clear 
monopoly in small communities and a substantial threat of one even in 
the larger centers where the best stores were likely to be tied up. A 
similar situation was presented in the Q. R. S. Music Company case, 
prosecuted by the Commission. 126 The respondent was found to control 
over 50 per cent of the business in music-rolls for player-pianos, and had 
entered into exclusive dealing agreements with several hundred of the 
largest dealers in musical instruments. The dominant position of the 
firm and the decided restriction imposed upon the opportunities of com- 
petitors by the exclusive dealing arrangements were important factors 
in the issuance of an order by the Commission and its approval in the 
courts. 127 

The reversal of the Commission’s order against the Pearsall Butter 
Company 128 is a further indication of the importance of size. In the 
Commission’s opinion the respondent was restraining competition in the 
sale of oleomargarine through its practice of refusing to sell to whole- 
salers except on an exclusive dealing basis. The Commission’s findings 
revealed that there were numerous competitors in the respondent’s ter- 
ritory, some of whom also used exclusive dealing contracts. Upon 
judicial review the order was vacated because there was a “mer$ pos- 
sibility” of undesirable consequences. The court emphasized the fact 
that since the company did only about 1 per cent of the total business 
of the country, it held no dominant position in the industry. Moreover, 
exclusive representation accompanied the exclusive dealing arrangement, 
and no effort was made to impose restrictions on retail dealers. In these 
circumstances, therfe could be no finding of a substantial lessening of 
competition. 

It should be noted, finally, that exclusive dealing restrictions on agents 
of the seller have been sustained. This was the outcome of a proceed- 
ing in which the Commission attacked the Curtis Publishing Company’s 
practice of requiring wholesale distributors of its magazines not to han- 
dle the periodicals of other publishers. The Commission held that the 
company sold its products to magazine dealers and suppressed competi- 
tion through exclusive dealer arrangements which hampered other pub- 
lishers in obtaining distributing facilities. 129 The company contended 

, i 2 « 7 F. T. C. 412 (1924). 

127 F. T. C. v. Q. R. S. Music Co., 12 Fed. (2nd) 730 (1926). 

128 B. S. Pearsall Butter Co., 5 F. T. C. 127 (1922); B. S. Pearsall Butter Co. v. 
F. T. C.. 292 Fed. 720 (1923). 

Curtis Publishing Co.. 2 F. T. C. 20 H919). 
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that its dealers did not buy its publications, but handled them as agents 
for the company. It went on to argue that a statute applicable solely 
to sales or leases could not properly interfere with it. In upholding this 
contention and vacating the Commission’s order, the Supreme Court de- 
clared: “Judged by its terms, we think this contract (between respondent 
and its distributors) is one of agency, not of sale upon condition, and 
the record reveals no surrounding circumstances sufficient to give it a 
different character. This, of course, disposes of the charges under the 
Clayton Act. The engagement of competent agents obligated to devote 
their time and attention to developing the principal’s business, to the 
exclusion of all others, where nothing else appears, has long been recog- 
nized as proper and unobjectionable practice.” 130 

As the law now stands, therefore, the practices of tying and exclusive 
dealing are not unfair competition as such, and hence arc not unlawful. 
Users or dealers in differentiated products are not insured complete lib- 
erty of choice as to the other products which they must use or might 
choose to handle. A manufacturer of a distinctive product may inter- 
fere in some measure with the trading opportunities of competitors. He 
is precluded from doing so, however, where a dominating position in the 
field has already been acquired by means of patents or combination. At- 
tempts on the part of the Commission to go beyond this have been frus- 
trated by the courts, and perhaps rightly so in the light of the wording 
of the law. If all tying and exclusive dealing arrangements, including 
the legitimate method of agency, are to be outlawed, Congressional 
amendment of Section 3 will be necessary. 

180 P. T. C. v. Curtis Publishing Co., 260 U. S. 568, 581-582 (1923). 
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Thus far, the discussion of the 1914 legislation has centered around the 
attempt to protect the existence of competition in the economic system. 
It is now the purpose to consider activities of the Federal Trade Com- 
mission relating to the maintenance of standards of fair competition. 
Practices which fall within this sphere of activity are those which are 
essentially dishonest and unethical, but which do not necessarily sup- 
press competition or create monopoly. They are the type of unfair 
practice with which the common law attempted to deal, and include such 
things as the deceitful diversion of patronage, misappropriation of con- 
fidential information, and disparagement. While practices of this sort 
are fraudulent and therefore deserving of extermination, they are also 
uneconomic in character. Their elimination is grounded on the notion 
that economic welfare will be enhanced only if competitors are permitted 
to survive on the basis of their efficiency in production and their ability 
to meet the effective demands of consumers. Competitors who utilize 
unethical means to obtain patronage injure their more scrupulous and 
efficient rivals and reduce the total satisfactions of consumers. The 
very survival of the competitive system, like democracy itself, requires 
individual honesty and fair dealing. 

In endeavoring to establish certain ethical standards of competitive 
conduct, the Commission has operated exclusively under Section 5 of the 
Federal Trade Commission Act, which outlaws “unfair methods of com- 
petition” in interstate commerce. Under this broad authority the Com- 
mission has endeavored to suppress a great variety of competitive prac- 
tices, and many orders have been issued. In fact, at least three-fourths 
of the Commission’s orders have pertained to practices involving ele- 
ments of deception or fraud. A large measure of success has attended 
the efforts of the Commission here, especially as regards misrepresenta- 
tion and deceptive advertising. Before looking at the nature and scope 
of its proceedings, however, it will be desirable to analyze the limitations 
upon its jurisdiction as interpreted by the Supreme Court. 
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I. JURISDICTION OF THE COMMISSION 

In reviewing the practices attacked by the Commission as “unfair 
methods of competition” under Section 5, the Supreme Court in a num- 
ber of cases has established certain requirements which must be met if 
an order is to be upheld. The significant tests are: First, is the practice 
carried on in interstate commerce ; second, is it actually unfair; third, is 
it a competitive practice; fourth, is the proceeding to the “ interest of the 
public?” Strictly speaking, these were the tests which were applied 
prior to the Wheeler-Lea Act of 1938. 1 The 1938 amendment of Section 
5 did materially affect the requirement of competition, however, and the 
change will be considered in the following discussion of the basic re- 
quirements. 

(I) Interstate Commerce 

Since all exercise of Federal power over trade and commerce is gov- 
erned by constitutional law, it is obvious that the jurisdiction of the 
Commission could extend only to practices in interstate commerce. On 
several occasions the courts have upset orders of the Commission on the 
ground that their subject-matter was intrastate commerce and therefore 
beyond Federal power. 2 Only one case will be considered, namely, Fed- 
eral Trade Commission v . Bun^e Brothers, Inc. 3 This recent decision by 
the Supreme Court is significant because it confines the jurisdiction of 
the Federal Trade Commission to more narrow limits than that of 
Federal administrative agencies regulating railroads and labor relations. 

The order reviewed by the Supreme Court forbade the use of lotteries 
ill the sale of candy, a practice which is clearly unlawful. The respond- 
ent was Bunte Brothers, a candy manufacturer in Illinois, who sold so- 
called “break ,and take” packages to traders within the state. This was 
clearly intrastate commerce. But the Commission forbade such intra- 
state sales because the respondent was able thereby to compete unfairly 
with manufacturers outside of Illinois who were definitely precluded 
from selling chance assortments of candy in the Illinois market. The 
Supreme Court, with Justices Douglas, Black and Reed dissenting, re- 
fused to assent to this application of the classic Shreveport doctrine — a 
court holding which gave the Interstate Commerce Commission author- 
✓ 

1 Public No. 447 (75th Congress), approved March 21, 1938. 

2 Winslow v . Commission, 277 Fed. 206 (1921); Canfield Oil Co. v . Commission, 
274 Fed. 571 (1921); Utah-Idaho Sugar Co. v. Commission, 22 Fed. (2nd) 122 (1927); 
California Rice Industry v. F. T. C., 102 Fed. (2nd) 716 (1939). 

*312 U. S. 349 (1941). 
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ity over intrastate railway rates which discriminated against and thereby 
injuriously affected interstate traffic. 4 5 It was held that the Federal 
Trade Commission Act prohibits unfair practices in interstate commerce 
and does not extend to those which in any way affect interstate com- 
merce. Mr. Justice Frankfurter stated: “The construction of section 5 
urged by the Commission would thus give a federal agency pervasive 
control over myriads of local businesses in matters heretofore tradition- 
ally left to local custom or local law. Such control bears no resemblance 
to the strictly confined authority growing out of railroad rate discrimina- 
tion. An inroad upon local conditions and local standards of such far- 
reaching import as is involved here, ought to await a clearer mandate 
from Congress.” 6 Until Congress undertakes to give the Commission 
express power to protect interstate commerce against unfair practices 
carried on in local business, the Commission must confine itself to the 
statutory jurisdiction of practices in interstate commerce. 

(2) Unfairness 

Since the beginning there have been wide differences of opinion as to 
what specific practices should be included in the rather vague and gen- 
eral category of “unfair.” Some believed that the language covered only 
those practices which were proscribed by the common* law as “unfair 
competition.” Others believed that the phrase applied to all practices 
deemed by the Commission to be against the public interest. 6 Senator 
Cummins, for example, stated that the intent of Congress was to allow 
the words “unfair competition” to “grow and broaden and mold them- 
selves to meet circumstances as they arise.” 7 This at any rate sug- 
gested that the concept was to be an elastic one, but it did not specify 
the new conditions to be covered by the law. 

The first case involving Section 5 to come before the Supreme Court 
was Federal Trade Commission v. Gratz. 8 The Gratz Company had 
refused to sell steel ties for baling cotton unless a certain amount of jute 
bagging was also purchased. The Commission had condemned this 
practice of combination selling or full-line-forcing as monopolistic in the 
circumstances presented. But the Court reversed the Commission on 
the technical ground that the complaint failed to allege, although the 
findings were substantiated by the record, that there was a substantial 


4 Houston & Texas Ry. v. U. S., 234 U. S. 342 (1914). 

5 F. T. C. v. Bunte Brothers, Inc., 312 U. S. 349, 354-355 (1941). 

6 For a concise statement of the numerous and conflicting definitions of the terms 
"unfair methods of competition,” see Handler, op. cit., pp. 237-240. 

7 51 Congressional Record 14,003 (1914). 

•253U.S. 421 (1920). 
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lessening of competition. In the course of its opinion, the Court made a 
most significant and often-quoted declaration. It said: “The words 
‘unfair method of competition’ are not defined by the statute and their 
exact meaning is in dispute. It is for the courts, not the commission, 
ultimately to determine as matter of law, what they include. They 
are clearly inapplicable to practices never heretofore regarded as op- 
posed to good morals because characterized by deception, bad faith, 
fraud or oppression, or as against public policy because of their danger- 
ous tendency unduly to hinder competition or create monopoly .” 9 

This was a very narrow and restrictive interpretation. The clear 
statement that the courts were to have the final word as to what prac- 
tices are unfair was not surprising. Since unfairness involves statutory 
interpretation, a question of law, it could not be otherwise. But the 
small content given to the phrase “unfair methods of competition” seems 
unfortunate. The inclusion of monopolistic practices was quite in line 
with the intention of Congress and, as shown earlier in this discussion, 
has served a useful purpose. It was also logical to include practices of 
a deceptive, fraudulent, or oppressive nature. But the significant fact is 
that the law was to be applied only to those deceptive practices which 
up to that time had been regarded as “opposed to good morals.” Since 
the courts reserved the right to make the ultimate decision as to unfair- 
ness, it was to be implied that the statute covered only those practices 
condemned under the common law and the Sherman Act. Such a con- 
ception was unduly rigid and would have left little or no room for the 
growth which Congress contemplated when delegating authority to the 
Commission in general and comprehensive terms. 

Fortunately, the view expressed in the Gratz case has not prevailed. 
But for a long time it was quoted with approval, and was a significant 
factor in impeding the attempts of the Commission to build up a law of 
unfair competition. The first break came in the Winsted Hosiery case , 10 
when the Supreme Court upheld an order against a practice which was 
not actionable at common law or under the Sherman Act. Action had 
been taken against the respondent on the ground that it misbranded and 
falsely advertised its products. It labelled and advertised its products 
as “cashmere,” “gray wool,” and “worsted,” when in truth they were 
composed largely of cotton. The Commission found that a substantial 
part of the consuming public was deceived by this misrepresentation and 
purchased these goods when they actually wanted all-woolen garments. 
Consequently, trade was diverted from producers of genuine woolen 
garments and other direct competitors who branded their products truth- 


• Ibid., p. 427. ^ 

10 F. T. C. v. Winsted Hosiery Co., 258 U. S. 483 (1922). 
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fully. The company contended that misbranding was so common in the 
industry that its faulty labelling deceived no manufacturers or dealers. 
The lower court of appeal reversed the Commission’s order on the ground 
that there was no monopoly, deception, or injury to other manufactur- 
ers. 11 This decision, however, was reversed by the Supreme Court and 
the order fully sustained. The Court repudiated the contention of the 
company and held that consumers were misled by the misbranding, and, 
hence, the business of honest competitors was necessarily affected. The 
Commission was justified, therefore, in finding it an unfair method of 
competition. 

It was not until 1934, however, that the Supreme Court reviewed the 
whole subject and stated a concept of unfair competition quite at vari- 
ance with the original definition. In Federal Trade Commission v. R. F. 
Keppel & Bro., Inc., 12 the Court sustained an order prohibiting the use 
of lotteries or gaming devices in the sale of penny candies. Apparently, 
there was no element of monopoly or deception in the sales method used. 
It was deemed unfair because other sellers would lose patronage unless 
they stooped to a practice which they were “under a powerful moral 
compulsion not to adopt.” 

Mr. Justice Stone, speaking for a unanimous court, discussed the mean- 
ing and scope of Section 5 as follows: 

. . . We cannot say that the Commission’s jurisdiction extends only to those 
types of practices which happen to have been litigated before this Court. Neither 
the language nor the history of the Act suggests that Congress intended to confine 
the forbidden methods to fixed and unyielding categories. . . . While this Court 
has declared that it is for the courts to determine what practices or methods of 
competition are to be deemed unfair, Federal Trade Commission v. Gratz, supra , 
in passing on that question the determination of the Commission is of weight. . . . 
New or different practices must be considered as they arise in the light of the 
circumstances in which they are employed . 1 d 

A decided change in attitude on the part of the Court is indicated. 
Some twenty years after the enactment of the law the original intent of 
Congress appears to have been formally recognized. The Court still 
reserves the right to say what practices are unfair, a situation which 
probably must obtain until Congress enumerates the specific practices 
which are unlawful. The Commission, however, is conceded the right to 
extend its jurisdiction to “new or different” practices, and its determina- 
tions are to have “weight.” The category of unfair practices is not 
closed, it is subject to expansion and growth. The precise boundaries of 
this new sphere of operations are not defined, but it seems clear that the 

U272 Fed. 957 (1921). 

12 291 U. S. 304 (1934). 

Ibid., pp. 309-314. 
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Commission is to be given greater freedom to achieve a higher plane of 
competitive conduct. 

(3) Competition 

Since the law is phrased in terms of “unfair methods of competition,” 
it would be expected that the Commission’s jurisdiction depended on a 
showing that competitors existed and were adversely affected by the un- 
fair methods in question. This issue was involved in the important 
Raladam case. 14 The Raladam Company sold a thyroid obesity cure 
which it advertised as a safe, effective, and dependable remedy. The 
Supreme Court, in reviewing the order of the Commission, agreed that 
the preparation could not “be used generally with safety to physical 
.health except under medical direction and advice.” 15 But it was not 
enough to show that the advertisements were “dangerously misleading.’’' 
The order was vacated because the Court found in the record no proof 
of the existence of competitors or that they had been injured. The Com- 
mission had rested its decision on the presumptions that the interests of 
the medical profession were injured and that trade was diverted from 
other manufacturers of similar preparations. But the Court declared 
that physicians were engaged in a profession and not a trade, and were 
not in competition with the respondent. Also, there was no proof as to 
the existence of legitimate producers of “anti-obesity remedies” who 
were injured and deserved protection against the dishonesty of the 
respondent. The Court emphasized that the existence of either present 
or potential competition satisfied the requirement of the statute, but 
could not find even potential competition when applying its rule to the 
facts in the case. 

' This decision has been criticized severely for leaving the Commission 
without power to attack practices which injured consumers rather than 
competitors. It seemed, unfortunately, to allow the escape of unfair 
methods injurious to consumers, where the competing producers in an 
industry are not injured because they all use the faulty practice. If 
enough producers are guilty, no one is guilty. 

It was primarily in reaction against this situation that Congress, in 
1938, amended Section 5 through the enactment of the Wheeler-Lea 
Act. 16 The amended statute makes “unfair or deceptive acts or prac- 
tices in commerce” unlawful in addition to “unfair methods of competi- 
tion.” It does not require proof of the existence of competition and 

14 F. T. C. v. Raladam Co., 283 U. S. 643 (1931) ; affirming 42 Fed. (2nd) 430 (1930). 

15 283 U. 8. 643, 648. 

16 Public No. 447 (75th Congress), approved March 21, 1938. 
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injury to competitors. The Commission, thereby, extends its jurisdic- 
tion to all unfair and deceptive business practices. Explicit recognition 
is given to the need for protection to consumers as well ag competitors. 
It is true, of course, that consumers were given a large measure of pro- 
tection even under the original statute. But now the elimination of de- 
ceptive and unfair practices, which interfere with the choices of con- 
sumers and tend thus to reduce their total satisfactions, is regarded as 
an end coordinate with that of maintaining a plane of fair competition. 17 

While it is not related to the question of competition, one other ob- 
servation should be made with respect to the new language. The inser- 
tion of the term “acts” has significance frorti the point of view of the 
commission’s authority. It will enable the Commission to proceed 
against the sporadic use of questionable means or single acts which might 
develop into an established unfair method or practice. The courts have 
held conflicting views as to when an unfair act or acts became a 
‘^method” within the meaning of the statute. 18 Under the new provision 
the Commission should be able to perform the function of preventing the 
growth .of unfair trade and monopoly much more advantageously. 

(4) Public Interest 

It will be recalled that Section 5 of the Federal Trade Commission Act 
provides that the Commission shall issue a complaint against any per- 
son using an unfair method of competition, “if it shall appear to the 
Commission that a proceeding . . . would be to the interest of the 
public.” Considerable discussion has taken place regarding the mean- 
ing and effect of this so-called public interest clause. Former Commis- 
sioner Rublee, who claimed to have suggested the clause, stated that the 
purpose was simply to give the Commission some discretion in deciding 
whether a complaint should be issued even where jurisdiction was clear. 1 * 
It was a measure to prevent the Commission from being overburdened 
with cases which had no great public significance. 

But in the important Klesner case, 20 the Supreme Court decided that 
it was within the province of the courts and not the Commission to de- 
termine finally whether proceedings were in the public interest. The case 
involved a controversy between two merchants in the city of Washington 

17 For a discussion of the nature and significance of the 1938 amendments, see 
Martin L. Lindahl, “The Federal Trade Commission Act as Amended in 1938,” 
The Journal of Political Economy, Vol. XLVII (August, 1939), pp. 497-525. 

18 /bid., p.509. 

10 George Rublee, “The Original Plan and Early History of the Federal Trade 
Commission,” Proceedings of the Academy of Political Science, Vol. XI, No. 4 
(1926), pp. 117-118. 

*°F. T. C. v . Klesner, 280 U. S. 19 (1929). 
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over the right to use the name “The Shade Shop.” The Commission 
undertook to settle the quarrel and issued an order in the case. The 
Supreme Court held that the Commission was not justified in assuming 
jurisdiction, since there was no “specific and substantial” public interest 
in the case. The Court found the controversy to be essentially private 
in character, and declared that “the mere fact that it is to the interest 
of the community that private rights shall be respected is not enough to 
support a finding of public interest.” 21 

The decision has the merit perhaps of restraining the Commission from 
the prosecution of petty squabbles between competitors that can be 
settled satisfactorily through private actions in the courts. The Com- 
mission is advised to employ its resources in eliminating practices which 
threaten the existence of competition, or which adversely affect the in- 
terests of a substantial number of consumers or competitors . 22 These 
are the consequential matters for which the expenditure of public funds is 
justified. It must be recognized, nevertheless, that the administrative 
discretion of the Commission has been curbed by the courts beyond the 
intent of Congress. No harm will be done if the courts confine their 
interdictions to cases which are insignificant or for which there are ade- 
quate remedies in the courts. But there is the danger that over-zealous 
courts will substitute their judgment for that of the Commission in really 
important cases. Having been charged with the broad mandate to 
eliminate unfair competition, and being in close contact with trade and 
industry, it would seem that the Commission should be privileged to de- 
cide what proceedings will be in the interests of the public. 

II. NATURE AND SCOPE OF THE COMMISSION'S 

ACTIVITIES 

The proceedings which fall within the category of those designed to 
maintain decent standards of business conduct cover a wide range of 
competitive practices. The great bulk of them are unfair methods used 
in the promotion of sales. They have the dual effect of misleading con- 
sumers in their effort to spend their incomes most wisely and of destroy- 
ing the opportunity of producers to sell their goods and services on the 
basis of merit. The proper functioning of the economic system is thereby 
impaired. 

In considering the administrative record of the Commission in this 
sphere, the practices which have been dealt with may be classified as 

21 /bid., p. 28. 

22 At least one of the tests of public interest was suggested by Justice Brandeis in 
the Winsted Hosiery case, when he said: “As a substantial part of the public was 
still misled by the use of the labels which the Winsted Company employed, the 
public had an interest in stopping the practice as wrongful.” 258 U. S. 483, 494. 
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follows: (1) Misrepresentation or deception; (2) lotteries; (3) commer- 
cial bribery; (4) disparagement and miscellaneous interferences with 
competitors. This classification is necessarily arbitrary. It can be 
maintained, for example, that the use of lotteries as a sales device in- 
volves such an element of deception as to merit no separate treatment. 
It might also be urged that disparagement and other harassing tactics 
should be treated as monopolistic practices, since they do involve attacks 
upon individual competitors and are obstructive in character. The 
threat to the maintenance of competition in most instances is so slight, 
however, that they might better be treated simply as unfair competition. 

That the Commission has operated with some vigor in attempting to 
stamp out dishonest trade practices is evidenced by the statistics of 
complaints and orders issued by it. The vast majority of the 3841 
formal complaints issued up to June 30, 1939, have related to these busi- 
ness practices. And of the 2149 orders to cease and desist that the Com- 
mission issued prior to June 30, 1938, it has been calculated that 
approximately 88 per cent dealt with the methods of competition here 
considered. 23 It is probably true, also, that this type of practice is the 
subject-matter of nearly all of the 4162 cases which were settled by 
stipulation and the 110 cases settled by the acceptance of trade practice 
conference rules prior to June 30, 1939. So far as the number of pro- 
ceedings is concerned, therefore, it is apparent that the Commission’s 
activity in maintaining fair competitive standards has assumed first 
place in its regulatory work. 

(I) Misrepresentation 

Misrepresentation in the sale of products has been the subject of more 
complaints and orders of the Commission than any other single unfair 
practice. 24 There are a great number of methods that may be utilized to 
effect misrepresentation. The most common are the inaccurate labelling 
and marking of products and the making of false and misleading state- 
ments in the advertising of commodities and services. But the impor- 
tant consideration is not the method used; it is rather whether or not 
false information has actually been disseminated. Administrative con- 
trol will be analyzed, therefore, on the basis of the facts which have been 

23 National Industrial Conference Board, Public Regulation of Competitive Prac- 
tices in Business Enterprise (New York, 1940), p. 299. Appendix A of this work con- 
tains a complete statistical summary of the Commission’s proceedings from 1916 to 
1938. For a less comprehensive summary see L. S. Lyon, M. W. Watkins, and Victor 
Abramson, Government and Economic Life (Washington, D. C.: The Brookings 
Institution, 1939), Appendix B. 

24 Misrepresentation, including trade-mark simulation apd the use of bogus inde- 
pendents, was the subject-matter of 1436 of the total number of 2149 orders issued 
by the Commission through June 30, 1938. National Industrial Conference Board, 
Public Regulation of Competitive Practices in Business Enterprise, p. 299. 
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misrepresented. It will include misrepresentation as to: (a) Character 
of products, (b) quality, (c) origin, (d) value. 


(a) Character of Products 

Encouraged by its sweeping victory in the Winsted Hosiery case , 26 
the Commission has proceeded vigorously against the practice of falsely 
describing the composition of goods offered for sale. It will be recalled 
that the practice of mislabelling textile fabrics had become so common 
in the trade that manufacturers and dealers were fully aware of the inac- 
curacies of the labels and were not deceived by them. This fact, how- 
ever, was held not to justify the practice. So long as the consuming 
public was deceived by the inaccurate labels, and consumers were in- 
duced to buy materials which they did not intend to purchase, the trade 
practice was clearly unfair. Moreover, injury was suffered by com- 
petitors who produced the genuine article or marked their substitutes 
truthfully. 

Numerous industries have been subjected to the Commission's regula- 
tion. In the paint and varnish industry a large number of orders have 
been issued against respondents who falsely represented their products 
as containing the standard amount of white lead, or pure ingredients 
such as linseed oil and shellac . 20 Manufacturers of fur products , 27 
jewelry , 28 leather goods , 29 metal products , 30 stationery , 81 and toilet arti- 

25 F. T. C. v. Winsted Hosiery Co., 258 U. S. 483 (192^). 

26 Specimen cases are Louis Leavitt v. F. T. C., 16 Fed. (2nd) 1019 (1926), affirm- 
ing order in Louis Leavitt, 9 F. T. C. 221 (1925) ; and F. T. C. v. Cassoff, 38 Fed. 
(2nd) 790 (1930), modifying and affirming order in L. F. Cassoff, compl. 1062 (1924). 
In the Leavitt case the decree of the court was violated on two occasions, the 
court imposing a fine of $500 in 1929 and a fine of $1000 in 1935 ( Annual Report , 
1936, pp. 81-82) . 

For citations and summaries of the hundreds of orders and stipulations issued 
by the Commission in proceedings ‘ involving misrepresentation see Prentice-Hall, 
Inc., Federal Trade and Industry Service (New York, 1939), pp. 1855-2085, and Com- 
merce Clearing House, Trade Regulation Service (eighth edition), pp. 1010-1195; 
16,001-18,318. 

27 Golden Fur Dyeing Co., 14 F. T. C. 377 (1931), and Hugh Wallace Co., 20 
F. T. C. 46 (1934), are illustrative cases. 

28 Bradley-Boston, Inc., 15 F. T. C. 20 (1931); Bulova Watch Co., 16 F. T. C. 
529 (1932). 

22 Masland Duraleather Co. v . F. T. C., 34 Fed. (2nd) 733 (1929), upholding order 
in Masland Duraleather Co., 12 F. T. C. 351 (1929) ; and Ohio Leather Co. v . F. T. C., 
45 Fed. (2nd) 39 (1930), vacating and later modifying the order in Ohio Leather 
Co., 12 F. T. C. 323 (1929). 

1 80 National Silver Co. v. F. T. C., 88 Fed. (2nd) 425 (1937), affirming order in 
National Silver Co., 22 F. T. C. 730 (1936); National Silver Co., 24 F. T. C. 722 
(1937), modified 27 F. T. C. 558 (1938). 

81 Turner & Porter, 7 F. T. C. 100 (1923); Process Engraving Co., 30 F. T. C. 720 
(1940). 
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cles 82 have been enjoined from misrepresenting the character of their 
products on a great many occasions. Similarly, sellers of hats, typewrit- 
ers, and tires, who failed to disclose that the products offered for sale 
were renovated or rebuilt and not new, have been attacked by the Com- 
mission , 83 as has the issuance of old films under new titles without indi- 
cating that the pictures were reissues . 34 

But it is in the textile field that the Commission has probably been 
most active in suppressing the fraud of promoting sales by the inaccurate 
description of products. The prevalence of misbranding is due in part 
to the inability of the average purchaser to ascertain the fibre content of 
textile fabrics. The coming of rayon and its struggle to attain its pres- 
ent strong position among the older textile fibres has also contributed to 
the need for extensive regulatory action. It has not been the Commis- 
sion^ purpose to interfere with the development and use of this synthetic 
product. Here, as elsewhere, it has been recognized that imitation and 
substitute products may be as serviceable as the originals, and that the 
public will gain from the introduction of cheaper products to serve old 
uses. It has insisted, however, that prospective purchasers be duly in- 
formed of the nature of the substitute commodities, and that consumer 
acceptance be obtained on the merits of substitutes, rather than on the 
established reputation of the genuine product. In line with this policy 
the Commission at an early date recognized the term “rayon” as properly 
designating artificial silk products made from cellulose . 35 It has issued 
numerous orders and stipulations against representing fabrics composed 
wholly or partly of rayon as “silk,” “pongee,” “satin” or “taffeta .” 33 
Trade practices in the older branches of the textile industry, as evi- 
denced by the Winsted case, were not beyond reproach, and they also 
have been subjected to repeated action by the Commission . 37 


*2 Palais Royal, 4 F. T. C. 305 (1922) ; Jean Vivadou Co., 24 F. T. C. 124 (1936). 

"Typewriter Emporium, 1 F. T. C. 105 (1918); Ironclad Tire Co., 1 F. T. C. 
380 (1919); Gilman Hat Co., 17 F. T. C. 352 (1933). 

34 Fox Film Corp. v. F. T. C., 296 Fed. 353 (1924), affirming order in Fox Film 
Corp., 6 F.T.C. 191 (1923). 

85 See qfficial resolution of the Commission published October 31, 1925, Commerce 
Clearing House, op. cit., p. 1121. 

83 Puritan Silk Corp., 8 F. T. C. 361 (1925); Bemard-Hewitt & Co., 12 F. T. C. 
291 (1928) ; Kemper Silk Co., 14 F. T. C. 326 (1931). 

87 Illustrative cases are Nashua Mfg. Co., 8 F. T. C. 407 (1925) (labelling cotton 
blankets as “Woolnap”); Sea Island Thread Co., 11 F. T. C. 97 (1927) (selling cot- 
ton sewing thread as “Satin Silk”); Louis Fabrikant, 23 F. T. C. 610 (1936) (using 
name “Camel Suede” on fabric not made of camel wool). 

Very few cases have been appealed to the courts. The Commission’s order was 
fully upheld in Sea Island Thread Co. v. F. T. C., 22 Fed. (2nd) 1019 (1927). In 
N. Fluegelman & Co. v. F. T. C., 37 Fed. (2nd) 59 (1930), the order was modified 
to permit the respondent to mark goods “Satinmaid” if it were shown equally 
conspicuously that they were cotton fabrics. 
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Perhaps the most notable feature of the attempt to eliminate misrep- 
resentation in the textile industry has been the establishment of positive 
obligations upon producers to label their products truthfully. This has 
been accomplished by the Commission through the trade practice con- 
ference. For the wool industry Congress took a hand and enacted the 
Wool Products Labelling Act of 1939. 88 The first rules were those 
promulgated for the rayon industry. 39 They not only condemn the mis- 
branding of rayon fibre, but declare it to be an unfair trade practice to 
conceal or fail to make disclosure of the fibre content of fabrics contain- 
ing more than one fibre. Such disclosure is to be made by designating 
each constituent fibre in the order of its predominance by weight. It is 
further recommended as a Group II rule, one of those rules which are not 
legally binding, that sellers disclose the actual proportions or percentages 
of the constituents of mixed fabrics. Similar fibre identification rules 
appear in the trade practice rules of the silk industry. 40 The silk rules 
also govern the weighting of silk products, and require not only the dis- 
closure of metallic weighting, but the proportion or percentage thereof in 
any silk product. These rules, drawn up with the cooperation of the 
industries themselves, manifest real progress in giving concrete meaning 
to unfair competition in particular fields. 

Whether the courts will uphold the Commission in its attempt to fix 
positive requirements for the branding of merchandise has not been 
established. It may be significant that the part of an order requiring 
a respondent to use words describing each constituent fibre in the order 
of its predominance by weight and to state the percentage of any fibre 
not present in substantial amount was found by a court to be too burden- 
some, and was modified. 41 However, no trade practice rule such as this 
governed the trade in woolens, 42 and it does not follow that the courts 
will withhold their approval from a development which offers so much 
promise for the textile and other industries. 

Because it was doubtful whether the Commission had the authority to 
compel manufacturers and others to affix labels to their products and to 
require certain specified information on these labels, Congress enacted 
the Wool Products Labelling Act. It was conceded that any dishonest 

88 Public No. 850, approved October 14, 1940, effective July 14, 1941. 

80 Trade Practice Rules for the Rayon Industry, October 26, 1937. 

40 Trade Practice Rules for the Silk Industry, November 4, 1938. 

41 Gimbel Bros, v . F. T. C., 116 Fed. (2nd) 578 (1941). 

42 Other circumstances in the case Were probably of importance. The dress fabrics 
advertised as woolens were a job-lot of “mill ends.’ The complaint was that 
Gimbel Bros, represented mixed goods as all-wool, and the court stated that the 
order requiring the identification of fibres in the order of their predominance went 
beyond the complaint. The court did insist that the respondent designate the con- 
stituent fibres other than wool, if wool were mentioned, and that the quantity of 
wool be not exaggerated. 
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disclosure on labels could be attacked, but it was not certain that full 
disclosure of pertinent facts could be required. 43 The peculiar circum- 
stance in the woolen trade which seemed to warrant a special law was not 
so much the failure to disclose the presence of substitutes in alleged wool 
products as the failure to reveal the amount of shoddy or reclaimed wool 
contained in woolen fabrics. 44 The amount of reclaimed wool used by 
wool-textile manufacturers was estimated to be about one-half of the 
virgin or new wool used in the country, yet rarely was the presence of 
reclaimed wool ever disclosed to the buying public. 45 Considerable diver- 
gence of opinion existed as to whether such disclosure was necessary to 
protect the consumer, and whether it could actually be enforced. 46 The 
quality of woolen fabrics does not always depend on the amount of new 
wool used, for there are many grades of virgin wool, the lowest of which 
are inferior to the better grades of reclaimed wool. Moreover, it is not 
established that the presence of reworked or reused wool in a fabric can 
be detected by laboratory tests. It was urged, therefore, that a prejudice 
against fabrics using reworked wool would be built up by requiring a 
disclosure which could not be defended on the basis of merit. 

In order to protect manufacturers, distributors, and consumers from 
the unrevealed presence of substitutes and mixtures in woolen products, 
the statute provides that the misbranding of w T oolen products moving in 
interstate commerce is an unfair method of competition and an unfair 
and deceptive act or practice under the Federal Trade Commission Act. 47 
A product is misbranded if it is falsely identified or does not have a label 
which shows the percentage by weight of (a) wool, (b) reprocessed wool, 
(c) reused wool, (d) each fibre other than wool if 5 per cent or more, 
and (e) the aggregate of all other fibres. 48 The name of the manufac- 
turer or a dealer must be included. 49 Both reprocessed and reused wool 

43 Proposed trade practice rules for the wool industry were published by the 
Commission on November 26, 1938, and public hearings were held December 14-15, 
1938, but the rules were never adopted. They provided for the disclosure of 
virgin and reclaimed wool and other fibres in “woolen” fabrics. 

44 For a legislative history and explanatory summaiy of the law see Prentice-Hall, 
Inc., Federal Trade and Industry Service , pp. 21,031-21,065. 

45 Report of W. T. Kelley, Chief Counsel, Federal Trade Commission, on Wool 
Fabric Labelling, Hearings on H. R. 944, before Sub-committee of House Interstate 
arid Foreign Commerce Commission, 76th Congress, 1st Session (1939), p. 6. 

40 It is of more than passing significance that the bill was strongly supported by 
the wool-growers, the hope being that the demand for virgin wool would be increased. 
Wyoming attempted to enforce such disclosure. 

47 Certain wool products are exempted, namely, carpets, rugs, mats, or upholsteries. 
Also, exports are excluded if they are branded in accordance with the specifications 
of the purchaser and the laws of the foreign country. Imported woolen products, 
of course, are subject to the provisions of the law. 

48 Wool Products Labelling Act, Section 4. 

49 Idem. Other requirements are that *thc percentage of non-fibrous loading or 
adulterating matter must be revealed and, in the case of wool products represented 
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are fibres obtained from woven or felted wool products, the distinction 
being that reused wool is that obtained from products which have been 
used in any way by ultimate consumers. Presumably the fibre reclaimed 
from fabrics which have been used is inferior to other types of reclaimed 
fibre. 

General authority to administer the law is vested in the Federal Trade 
Commission. It is authorized to make rules and regulations pertaining 
to the manner of disclosing information required by the statute and 
other matters, and to enforce the law under its regular procedure. The 
Commission, by itself or in cooperation with other agencies, is authorized 
to make any necessary tests and examinations of wool products, but it 
is unlikely that this procedure will be of great value in enforcing the 
law. It is doubtful whether laboratory tests are adequate to detect re- 
processed or reused fibre in wool products. Chief reliance will have to be 
placed upon the records customarily kept by manufacturers showing the 
nature and quality of fibres in their products. Under penalty of fine, 
manufacturers are now required to keep such records of fibre content, 
and to preserve them for at least three years . 80 Inspection of these rec-' 
ords, it is believed, will afford evidence as to the adequacy and truthful- 
ness of the information contained on labels. In addition to its usual 
process of administration, the Commission is authorized to bring in the 
courts seizure and condemnation proceedings against misbranded goods 
and to obtain injunctions against violations . 81 Willful violations of the 
law are subject to criminal penalties . 52 

The new law marks a great advance in consumer protection. Its posi- 
tive requirements will make it difficult for manufacturers to delude pur- 
chasers into the buying of goods that they do not want. Unfortunately, 
however, the requirements regarding reclaimed wool may not work out 
as anticipated. Quality woolens often contain a considerable amount of 
reclaimed wool, and it would be unfortunate indeed if for that reason 
buyers were now to reject these products. Enforcement of the law may 
be difficult because of the great reliance upon factory records. But the 
severe penalties for failing to maintain adequate records and for willfully 
violating the law will be potent factors in achieving compliance. If the 
Commission fails in its attempt to establish positive standards in other 
textile fields, it is likely that Congress, will enact legislation patterned 
after the Wool Products Act for general application. 

Another difficult and controversial issue which has arisen in the Com- 


as wool or containing other fibres, the percentage of wool must be shown in words 
and figures plainly legible. 

00 Ibid., Section 6 (b). 

81 Ibid., Section 7. 

52 Ibid., Section 10. 



MAINTAINING STANDARDS OF FAIR COMPETITION 433 


mission and in the courts with respect to misrepresenting the character 
of products has related to the use of descriptive names and terms which 
have lost their original meaning and have acquired in popular usage dif- 
ferent or secondary meanings. The question has been whether or not 
these ambiguous terms actually deceive the consuming public and war- 
rant administrative action. A few outstanding cases will illustrate the 
point in question and suggest the effectiveness with which the Commis- 
sion and the courts have handled the matter. 

One of the most interesting cases involved the attempt of the Commis- 
sion to prohibit the use of the name “castile” to describe soap not made 
exclusively from olive oil . 53 The Commission conceded that the name 
was no longer understood to mean soap manufactured in the province of 
Castile, Spain, but found that by custom and usage any soap whose oily 
ingredient is derived from olives is known as castile soap. Evidence was 
adduced to show that a pure olive oil soap has distinctive qualities which 
are desired by many consumers as well as by members of the medical 
profession, and that these purchasers were deceived when buying imita- 
tion castile soap. Upon review by a Circuit Court of Appeals, however, 
the Commission’s order was set aside . 54 The court accepted the conten- 
tion of the producer that the term “castile” had lost its secondary mean- 
ing and was currently understood to mean any unscented toilet or house- 
hold soap. Its decision was predicated largely upon a definition pub- 
lished by the Bureau of Standards which indicated that “castile” soap 
might be made from oily ingredients other than olive oil. The Supreme 
Court refused to review the case . 55 

The Commission also failed in its effort to eliminate the practice of 
labelling or describing furniture as “walnut” or “mahogany” when in 
fact it was composed of an inferior wood with a veneered surface. De- 
spite a trade practice conference rule of retail furniture dealers condemn- 
ing the practice , 56 certain manufacturers failed to disclose the true na- 
ture of their veneered products. But a Circuit Court of Appeals refused 
to uphold orders to cease and desist . 57 The court found that dealers 
were not deceived, and rested its decision on this fact. The main con- 
sideration, however, was whether or not the ultimate purchaser was mis- 
led by the faulty labelling. The Commission had found as a fact that 
retailers usually marked their merchandise in the same manner as the 
manufacturers, and that these markings induced purchasers to buy furni- 


58 James S. Kirk & Co., 12 F. T. C. 272 (1928). 

84 James S. Kirk & Co. v. F. T. C., 59 Fed. (2nd) 179 (1932). 

86 287 U. S. 663 (1932). 

86 See F. T. C., Trade Practice Conferences, “Retail Furniture Dealers of New 
York City” (March 15, 1928), p. 57. 

87 Berkey & Gay Furniture Co. v. F. T. C., 42 Fed. (2nd) 427 (1930). 
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ture which they believed was made of the solid wood named on the tag. 
This finding of fact was simply denied by the court, although with the 
admission that it might tend to deceive the “grossly uninformed of the 
public.” The Commission, unfortunately, did not appeal the case to the 
Supreme Court. Not only had the lower court disregarded the Commis- 
sion^ finding that ultimate consumers were deceived, but it had rested 
its decision on a point that had been held to be immaterial in the Win- 
sted case . 58 

Somewhat greater success attended the efforts of the Commission to 
restrain importers of a certain hardwood from the Philippines from de- 
scribing and selling the product as “Philippine mahogany.” It was 
found that the Philippine hardwood did not have the qualities and virtues 
of genuine mahogany, and that describing it as “Philippine mahogany” 
deceived the consuming public and injured honest competitors. In up- 
holding the Commission’s order, the Circuit Court of Appeals denied the 
contention that the term “Philippine mahogany” had acquired a sec- 
ondary meaning in the trade and was understood to designate a wood 
resembling genuine mahogany . 59 Many manufacturers and dealers as 
well as the general public believed the product to be true mahogany. 
The Supreme Court refused to review the decree of the lower court . 60 
But despite the judicial approval of its position, the Commission did not 
pursue its chartered course. In a proceeding concluded not long there- 
after, it reversed itself in permitting the use of the word “mahogany” to 
describe the wood, if properly modified by the term “Philippine.” 61 No 
explanation of this shift in policy was made, but it is perhaps significant 
that the adopted view conformed to that vigorously expressed by Com- 
missioner Humphrey in a dissenting opinion in the original case . 62 At 
any rate the net result of all this painstaking investigation and litigation 
was the same as that in the Castile and Veneer cases. Manufacturers 
and final consumers, although admittedly under the impression that they 
were purchasing genuine mahogany grown in the Philippines, were not to 
obtain the protection which they undoubtedly deserved. 

An issue similar to the one presented in the Mahogany cases was 
raised in the so-called White Pine cases. In these, however, the Com- 

68 For a sharp criticism of the court’s decision and of the Commission for accept- 
ing it without appeal, see National Industrial Conference Board, Public Regulation 
oj Competitive Practices in Business Enterprise (New York, 1940), pp. 132-134. 

89 Indiana Quartered Oak Co. v. F. T. C., 26 Fed. (2nd) 340 (1928). 

278 U. S. 623 (1928). 

61 Gillespie Furniture Co., 15 F. T. C. 439 (1931). Commissioners McCulloch 
and Hunt dissented, the former filing a strong dissenting opinion. The courts order 
of affirmance in the Indiana Quartered Oak case was modified, upon petition of the 
company ^ to conform to the Commission’s altered position in the matter (58 Fed 
(2nd) 182, 1932). 

82 Indiana Quartered Oak Co., 10 F. T. C. 300, 313-319 (1926). 
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mission sought its goal with clear purpose and vigor. A Supreme Court 
decision of great importance to the whole regulatory process was the 
culmination of its effort. The attack was upon the practice of some 
fifty lumber manufacturers in western states who were selling a species 
of yellow pine, botanically known as Pinus pondcrosa , under the name of 
“California white pine.” While found to resemble the true white pines 
in several of its “immediately obvious qualities and in several of its 
utilities,” the Western yellow pine belongs to a different botanical species 
and is inferior to white pine with respect to such qualities as durability 
under exposure, proportion of heartwood to sapwood content, softness 
of texture, lightness, and ease of working. The Commission found great 
confusion and abuses emanating from the use of the false name, espe- 
cially in the Eastern and Middle-Western markets, where the Western 
lumber competed with the highly regarded white pine lumber indigenous 
to these regions. Not only were consumers and architects misled, but 
retail dealers could not easily distinguish the false from the genuine white 
pine products. In such circumstances, retail lumber dealers, honestly or 
unscrupulously, often supplied buyers with the inferior Western product 
when they actually wanted true white pine. These facts prompted the 
Commission to conclude that there was an unfair diversion of trade from 
those dealing in true white pine products and those marking ponderosa 
products truthfully. Thirty-nine firms were ordered, therefore, to cease 
using the word “white” in describing their products . 03 

Most of the firms agreed to abide by the Commission’s orders, but 
fourteen of them petitioned a Circuit Court of Appeals for review. The 
court set aside the orders on the ground that the testimony was insuf- 
ficient to support the Commission’s findings of an unfair method of 
competition or that the prevention of the practice was in the public in- 
terest . 64 In upsetting the order, emphasis was placed upon the fact 
that recommendations of the Bureau of Standards for the simplification 
of commercial practice specified “California white pine” as the commer- 
cial equivalent of Pinus pondcrosa. It was also stressed that some doubt 
existed as to the marked superiority of white pine over the yellow species, 
that savings accrued to the users of the cheaper pine, and that conserva- 
tion of the limited supply of white pine would be effected by a larger 
consumption of the Western variety. 

When the case was appealed to the Supreme Court, however, a unani- 
mous decision was rendered which overruled the holding of the lower court 
and sustained the Commission on every point . 65 Justice Cardozo wrote 
an excellent opinion which goes far in clarifying and defining the nature 

63 Long-Bell Lumber Co., 15 F. T. C., 139, 168 (1931). 

64 Algoma Lumber Co. v. F. T. C., 64 Fed. (2nd) 618 (1933). 

«« F. T. C. v . Algoma Lumber Co.. 291 U. S. 67 (1934). 



436 MAINTAINING STANDARDS OF FAIR COMPETITION 


of unfair methods of competition. In the first place, he rendered a 
sharp criticism of the lower court for disregarding the Commission’s 
findings of fact. After quoting the statute to the effect that findings of 
fact shall be conclusive if supported by testimony, Justice Cardozo said: 
“The Court of Appeals, though professing adherence to this mandate, 
honored it, we think, with lip service only. In form the court deter- 
mined that the finding of unfair competition had no support whatever. 
In fact what the court did was to make its own appraisal of the testi- 
mony, picking and choosing for itself among uncertain and conflicting 
inferences. Statute and decision forbid that exercise of power.” 66 

In considering the merits of the case, the opinion was no less forceful. 
The recommendation of the Bureau of Standards as regards uniformity 
of nomenclature was held not to be binding upon a regulatory agency 
whose function is to make competition fair. It was held that there was 
ample evidence to sustain the conclusion that the genuine white pine is 
materially superior to the Western yellow pine. That the two woods are 
similar in some respects makes substitution easier and is actually con- 
ducive to misrepresentation and confusion. There was ample evidence to 
show confusion and its undesirable consequences. To the argument that 
there was no great injury to consumers, since a cheaper price was obtained 
for the slightly inferior product, the Court replied: “But saving to the 
consumer, though it be made out, does not obliterate the prejudice. Fair 
competition is not attained by balancing a gain in money against a mis- 
representation of the thing supplied. The courts must set their faces 
against a conception of business standards so corrupting in its tendency. 
The consumer is prejudiced if upon giving an order for one thing, he is 
supplied with something else.” 67 A like answer was given to the conten- 
tion that the practice tended to conserve forest resources. This was 
admitted to be an important objective, “but the end will have to be at- 
tained by methods other than a license to do business unfairly.” 68 

An important issue was whether or not the misapplied name had at- 
tained such general acceptance as to give it a secondary meaning which 
removed the possibility of deception. It was pointed out that it had 
been adopted without fraudulent design some thirty years before, and its 
use had not been challenged. The Court conceded that confusion might 
have been slight in local markets in the West, but in other areas this was 
not the case. 'Justice Cardozo said: 

The evidence here falls short of establishing two meanings with equal titles to 
legitimacy by force of common acceptation. On the contrary, revolt against the 
pretender, far from diminishing, has become increasingly acute. With the spread 

M 76td., p. 73. 

eT Ibid., p. 78. 

**Ibid„p. 81. 
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of business eastward, the lumber dealers . . . were involved in keen competition 
with dealers in lumber from the pines of the east and middle west. In the 
wake of competition came confusion and deception. . . . Then, if not before, 
misbranding of the pines was something more than a venial wrong. . . . They 
were not at liberty to enlarge the area of their business without adjusting their 
methods to the needs of new conditions . 69 

In other words, to establish secondary meanings for terms used to brand 
substitute products it must be shown that they are generally accepted 
and understood by both consumers and dealers throughout the whole 
market area. 

The full support given by the Supreme Court to the findings and deci- 
sion of the Commission in this case will have a marked influence upon 
its authority and prestige. After the admonition of the Court, lower 
courts may not cast aside lightly the inferences drawn from the evidence 
gathered by the Commission. The opinion, moreover, strengthens the 
power of the Commission to remove misrepresentations effected by mis- 
naming imitation or substitute products. Not only has the Commission 
succeeded in several close cases , 70 but it has opened for reconsideration 
its ill-advised action in the cases involving the misbranding of “Philip- 
pine mahogany .” 71 


(b) Quality of Products 

Closely related to the misrepresentation of the character and composi- 
tion of commodities is deception relating to the quality, condition, or 
effects of products. Exaggerated and misleading advertising claims are 
no less injurious to the consuming public and to honest competitors than 
the false marking of goods. Such claims range from downright false- 
hoods to “puffing” or excess praise of goods offered for sale. In the ab- 
sence of definite standards available in determining the composition of 
products, it is somewhat more difficult to ascertain that a given advertis- 
ing practice actually deceives consumers and therefore induces them to 
purchase something which they would not otherwise have bought. Even 
though the Commission' may not have insisted upon absolute truthful- 
ness in advertising, its performance suggests that this is a fertile field for 
operations. 

69 Ibid., pp. 80-81. 

70 See F. T. C. v. Maisel Trading fost, Inc., 77 Fed. (2nd) 246 (1935), 79 Fed. 
(2nd) 127 (1935), and 84 Fed. (2nd) 768 (1936), involving use of terms "Indian’ 1 and 
"Indian-Made” to describe jewelry made in part with machinery; and F. T. C. v. 
Hires Turner Glass Co., 81 Fed. (2nd) 362, 364 (1935), relating to the use of the 
term "copper-back mirror” to describe mirrors which did not have the copper back- 
ing electrolytically applied. 

71 National Industrial Conference Board, op. cit ., p. 135. 
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Prior to 1929 the Commission did not entertain a great many proceed- 
ings relating to quality misrepresentation. An occasional order was 
issued, such as that directed at falsely representing that a certain breed 
of hogs was more resistant to disease than others. 72 Some related to 
representations that a certain battery would last forever, 73 or that a rela- 
tively weak preparation was a powerful disinfectant. 74 One order is 
especially noteworthy, however, for upon appeal the court set it aside and 
laid down a doctrine which is still of importance. The Commission 
found that a label containing a pictorial representation of an open-ended 
mattress greatly exaggerated the resiliency of the cotton filling so as to 
deceive and mislead a substantial number of purchasers. 75 The review- 
ing court held that the illustrations, admittedly exaggerations, were 
merely fanciful and not intended as actual descriptions. 70 It could see 
no basis for finding that purchasers relied on the exaggerated pictures and 
were deceived as to the qualities of the product. After referring to the 
dissenting opinion of Commissioner Humphrey 77 with approval, the 
court said: “The statutory power to prohibit unfair methods of competi- 
tion cannot be stretched to this extent; the slightest pictorial exaggera- 
tion of the qualities of an article cannot be deemed to be either a mis- 
representation or an unfair method of competition. The time-honored 
custom of at least merely slight puffing, unlike the clear misrepresentation 
of the character of goods, . . . has not .come under a legal ban.” 78 The 
court was careful to confine its tolerance of puffing to that which was 
“merely slight,” but in the opinion of the Commission it was more than 
that in this case. It is apparent that, once one departs from the policy 
of insisting upon truthfulness in the description and advertising of prod- 
ucts, it is most difficult to fix the frontier of “illegal” prevarication* 

When the Commission established the Special Board of Investigation 
in 1929, later reconstituted as the Radio and Periodical Division, a real 


72 L. B. Silver Co. v. F. T. C., 289 Fed. 985 (1923). 

78 Universal Battery Service Co., 2 F. T. C. 95 (1919). 

7 4 Ginso Chemical Co., 4 F. T. C. 155 (1921). 

75 Ostermoor & Co., 10 F. T. C. 45 (1926). 

76 Ostermoor & Co., Inc., v. F. T. C., 16 Fed. (2nd) 962 (1927). 

77 Commissioner Humphrey emphasized the magnitude of the administrative task 
of enforcing exact truth in advertising and the dire effect of such a policy upon the 
advertising business. He said, in part: “The order is an attempt to compel exact 
truth in advertising. It will be noticed that the order allowa no room whatever 
for exaggeration. It eliminates the thrilling and time-sacred art of puffing. 1 . . . 
If the Commission is going to attempt to enforce exact truthfulness in advertising, 
it seems to me that we should realize the magnitude of the undertaking. The 
respondent is forbidden by the thickness of a cotton fibre to misrepresent the thick- 
ness to which the layer of an opened-up mattress will expand. ... If this order 
is sustained and the policy therein announced enforced, it will destroy one-half of 
all the magazine advertising in America.” 10 F. T. C. 45, 57-58. 

78 16 Fed. (2nd) 962, 963. 
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drive on misrepresentation of quality and effects was started. This ad- 
ministrative unit examines newspaper, magazine, and radio advertising 
for false and misleading representations, and recommends to the Com- 
mission appropriate action against violators of the law. 79 A large pro- 
portion of the proceedings have dealt with exaggerated claims regarding 
the qualities or therapeutic effects of such products as food, medicines, 
medical devices, and cosmetics. The Raladam case was one of the first 
of these. In this case, it will be recalled, the Commission met defeat at 
the hands of the Supreme Court because it was not shown that trade com- 
petitors existed and were actually injured. 80 But even before this juris- 
dictional requirement was removed by the enactment of the Wheeler- 
Lea amendment in 1938, the Commission continued its vigorous campaign 
against deceptive advertising. A substantial number of cases were ap- 
pealed to the courts, but the Commission was sustained in practically all 
instances. Illustrative of these were orders which forbade representing 
a bath salts as a remedy for obesity, 81 a hair dye to be safe, non-toxic or 
non-poisonous, 82 and a bunion remedy to be a permanent and- effective 
cure. 83 

The Wheeler-Lea Amendment of 1938 has materially strengthened the 
hand of the Commission. Since “unfair or deceptive acts or practices 
in commerce” are now unlawful in addition to “unfair methods of com- 
petition, the Commission must no longer take pains to show injury to 
competitors when it attacks unfounded and exaggerated claims concern- 
ing the virtues of products. It has jurisdiction even if every producer 
in the industry is a knave and defrauding the public. But also impor- 
tant is the fact that the false advertising of food, drugs, medical devices, 
and cosmetics is specifically outlawed. The law is not as stringent as it 
might be, since only advertisements which are misleading in a “material 
respect” are proscribed. 84 This phrasing leaves room for a certain 
amount of “puffing,” a practice which can hardly be condoned in the case 
of medicinal preparations and curative devices. There is a real danger 


79 See Chapter 19, Organization and Procedure of the Commission, for a descrip- 
tion of the functions and operation of the Radio and Periodical Division. 

80 F. T. C. v. Raladam Co., 283 U. S. 643 (1931). 

81 E. Griffith Hughes, Inc., v. F. T. C., 77 Fed. (2nd) 886 (1935); certiorari denied, 
296 U. S. 617 (1935). 

82 F. T. C. v. Inecto, Inc. (1935), F. T. C., Statutes and Decisions, Vol. II, p. 288. 

83 Fairyfoot Products Co. v. F. T. C., 80 Fed. (2nd) 684 (1935). It was urged 

by the offender in this case that any exaggeration in its advertising was in the nature 
of legitimate “puffing.” To this the Court replied (p. 686) : “Just where lies the line 
between 'puffing/ which is not unlawful and unwarranted, and misleading repre- 
sentations in advertising, is often very difficult of ascertainment. But in our judg- 
ment this case does not present such embarrassment, since the advertising here con- 
demned is well beyond any 'puffing’ indulgence.” 

84 Federal Trade Commission Act, Sec. 15 faV 
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to public health when people are induced to rely upon impotent, albeit 
harmless, curatives for afflictions which require prompt and expert 
medical attention. It is noteworthy, however, that an advertisement is 
to be tested not only on the basis of the representations positively sug- 
gested but also on the basis of material facts which it fails to reveal . 85 
Following the precedent of fixing positive requirements for the labelling 
of textile products, the Commission may here find statutory authority 
for setting up requirements as to what must be disclosed in the advertis- 
ing of food and drug products. 

Injunction and criminal penalties, provided to supplement the Com- 
mission's regular procedure in attacking false advertising of food, drugs, 
and cosmetics, 86 seem to have been found very useful. During the pe- 
riod of slightly more than two years ending June 30, 1940, the Commis- 
sion obtained twenty-three injunctions restraining the dissemination of 
false advertisements until the completion of regular proceedings against 
the advertisers. 87 The great majority of thesO cases related to drug 
products and devices which were dangerous and injurious to health 
when used under customary or prescribed conditions. 88 Two of the 
cases involved no injury to health but irreparable pecuniary damage. 
False representations were being made about the awarding of prizes in 
contests involving the sale of cosmetics. 89 One successful criminal prose- 
cution was brought by the Attorney-General against the false advertise- 
ment of a dangerous drug, resulting in the conviction and fining of the 
defendant. 90 

The Commission has continued to obtain the support of the courts. 91 
They now appear to observe scrupulously the mandate to accept the 
findings of the Commission when supported by evidence. The findings 
have often been based upon the testimony of medical experts who based 
their opinions upon general medical and pharmacological knowledge. 92 


88 Ibid . 

86 Ibid., Sections 13 and 14. 

87 F. T. C., Annual Report, 1940, p. 95. 

88 These products included electrolysis machines for the removal oi superfluous 
hair, abortifacients, emmenagogues, aphrodisiacs, and cures for obesity and dipso- 
mania. Some of the principal ingredients were dinitrophenol, various hydro- 
chlorides, desiccated thyroid, ergot, and black hellebore. The Commission now 
maintains a medical advisory service to aid it in determining the validity of adver- 
tising claims of food, drugs, devices, and cosmetics. 

89 F. T. C., Annual Report, 1940, pp. 99-100. 

^ Ibid., p. 101. 

91 See, for example, Justin Haynes & Co., Inc., v. F. T. C., 105 Fed. (2nd) 988 
(1939), certiorari denied, 308 U. S.016 (1939), misrepresenting the curative properties 
of Aspirub, which contained a small amount of aspirin; Dr. W. B. Caldwell, Inc., t/. 
F. T. C., Ill Fed. (2nd) 889 (1940), falsely representing that the pepsin content of 
its medicine had therapeutic value; and Neff v . F. T. C., 117 Fed. (2nd) 495 
(1941), alleged effectiveness of Glantex in curing a variety of serious diseases. 

92 See the cases cited next above, especially the Neff Case. 
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SUch testimony has been accepted as substantiating the facts in the face 
of conflicting testimony on the part of other experts and doctors who had 
actually administered the alleged remedies. 

In concluding this discussion of misrepresentation of the quality and 
effectiveness of products, attention should be directed to the device of 
falsely claiming that a product is endorsed or used by some governmental 
agency, or by a quasi-public body such as the American Medical Asso- 
ciation. The obvious purpose is to convey the impression that such 
endorsement signifies a product of superior quality. There is little diffi- 
culty in attacking the practice where direct claims of approval are shown 
to be false . 93 Where it is done by means of trade names or corporate 
names, thus implying some official use or connection, it is not as easy to 
prove deception. But even here the Commission has been sustained in 
its atteihpt to prevent traders from taking unfair advantage of their 
competitors . 94 

Advertising by means of endorsements or testimonials by private indi- 
viduals has also received the attention of the Commission. An order 
against the use of testimonials not obtained from the person whose name 
was used, and the garbling of those actually obtained, so as to make them 
substantially untrue, was sustained in the courts . 95 In its attempt to 
require the disclosure of payment for testimonials, however, the Com- 
mission has not been successful. The particular case involved the very 
common practice of paying substantial amounts to prominent people for 
the use of their signed testimonials . 96 The statements relating to 
“Cutex” manicure preparations were admitted by the Commission to be 
truthful expressions of opinion. In reversing the order, the circuit court 
said: 

It is doubtful if the public is gullible enough to believe that such testimonials 
are given without compensation. But if they are paid for, providing they are 
truthful, no one is deceived. . . . Because a prominent person ventures an 
opinion without being requested to do so is no guaranty either of veracity or 


98 See Guarantee Veterinary Co. v. F. T. C., 285 Fed. 853 (1922), affirming the 
Commission’s order against falsely advertising that the Government had adopted 
the respondent’s salt blocks and had purchased its entire southern output; and 
Allied Golf Co., 7 F. T. C. 250 (1924), in which golf balls were labelled “official” 
and represented as standard and official as required by the United States Golf Asso- 
ciation and the Itoyal & Ancient Club of St. Andrews, Scotland. 

94 See F. T. C. v. Civil Service Training Bureau, Inc., 79 Fed. (2nd) 113 (1935), 
in which the Commission was upheld in requiring the company to cease using “civil 
service” or “bureau” in its name; and F. T. C. v. Army and Navy Trading Co., 88 
Fed. (2nd) 776 (1937), forbidding the use of the words “Army and Navy” in the 
respondent’s trade name, but permitting their use in connection with goods actually 
made for the Army or Navy Departments and acquired by it. 

95 F. T. C. v. Standard Education Society et al, 86 Fed. (2nd) 692 (1936); 302 
U. S. 112 (1937). 

"Northam Warren Corp. v. F. T. C., 59 Fed. (2nd) 196 (1932). 
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good judgment. If the testimonials involved here represent honest beliefs of 
the indorsers, there is no misrepresentation concerning the product, and no 
unfair competition is created. We have no right to presume that indorsers of 
commercial products falsify their statements because they have received com- 
pensation . 97 

• 

Unfortunately, the Solicitor-General declined the Commission’s request 
to appeal the case to the Supreme Court . 98 Despite the firm assurance 
of the reviewing court that no one is foolish enough to believe that testi- 
monials are voluntary and free and that opinions are not colored by the 
substantial remuneration received, an authoritative decision is to be 
desired. It certainly is a great temptation for endorsers to vouch for the 
honesty of statements which are prepared and submitted to them by the 
advertisers if a handsome reward is to be obtained. Perhaps mere 
“puffing” is not serious, but administrative control is justified when un- 
founded claims as to the effectiveness of products are declared to be 
“honest” opinions by those seeking to capitalize on current prominence 
or popularity . 09 The whole practice of testimonial advertising would 
be difficult to justify as a good use of productive resources. 

One final proceeding pertaining to endorsements deserves comment. 
For years Good Housekeeping Magazine , a wholly owned subsidiary of 
Hearst Magazines, Inc., has maintained organizations for testing various 
products. Seals of approval have been issued on products tested, and 
these seals have been used on the merchandise and in various types of 
advertising. Numerous forms of shields and emblems have also been 
issued to advertisers, one of them reading “Guaranteed as advertised in 
Good Housekeeping,” which have been used in general sales promotion. 
After due investigation the Commission issued an order against Hearst 
Magazines, Inc . 100 It found, among other things, that the respondent’s 
tests were generally inadequate to assure the fulfillment of the claims 
made for such products, and that its representations caused readers to 
believe that its so-called guaranty of products advertised in Good House- 
keeping was a genuine and unlimited guaranty. Moreover, it was found 
that the respondent represented, directly and by inference, that claims 
made for products and services advertised in its periodicals were true. 
Many of the advertisements, it was revealed, actually contained false 
and misleading statements concerning the therapeutic value of medicines, 

”Ibid. f pp. 197-198. 

98 F. T. C., Annual Report , 1932, p. 105. 

"In suggesting that the Commission’s jurisdiction over the use of paid testi- 
monials might now be sustained by the courts, one commentator stated: “One can- 
not be dogmatic in prediction, but the practice is so outrageous that wishful think- 
ing can be pardoned. The tone of this decision (Northam Warren) is as unfortunate 
as the Gratz case.” Handler, op . cit., p. 249, note 320. 

*"32 F. T. C. 1440 (1941). 
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the properties of cosmetics, the quality and fibre content of fabrics, and 
other matters. The result of these findings was an order requiring the 
company to discontinue its unlawful practices. It is significant in that 
it strikes not at the producers themselves but at the advertising medium 
which, for a price, has aided them in disseminating their spurious claims. 
There is little doubt that Good Housekeeping , through its manifold de- 
vices, succeeded in building up a reputation for itself as a bona fide 
testing agency, and in turn for the products which it endorsed. To 
dispel a costly illusion of many consumers is a real public service. 


(c) Origin of Products 

A third general type of misrepresentation which the Commission has 
attempted to suppress has been that which falsifies the origin of com- 
modities. The term “origin” is here used broadly to include the actual 
firm which produces the goods, the scope or nature of the firm’s business 
activity, or the place or region of production. The objective is vir- 
tually the same in all cases. It is to take advantage of certain public 
preferences or to avoid the disadvantages of prejudices held by the pub- 
lic. Preferences have usually been built up on the basis of quality or 
price considerations, and may apply to single firms or to the output of 
a whole region. Popular prejudices may be due to poor quality of prod- 
uct in some areas, dislike of certain countries or peoples for political rea- 
sons, or dislike of certain firms because of their monopolistic position or 
unsocial business policies. 

Commercial origin may be said to include deception concerning the 
identity and the nature of the firm supplying a particular good. Devices 
which have been directed at this end are trade-name or trade-mark 
simulation, bogus independents, and misrepresentation of trade status. 
Geographical origin, on the other hand, pertains to deception relating to 
the place, locality, or region from which goods originate. 

Perhaps the most venerable trade practice designed to misrepresent the 
commercial origin of goods is the simulation of trade-marks or trade- 
names. The practice of “passing off” a firm’s products for those of an 
established and reputable concern, it will be recalled, was one of the 
first offenses to be recognized as unfair competition under the common 
law. Despite the remedy of private action, the Commission has attacked 
the practice. Its jurisdiction in the field is limited, however, since the 
Supreme Court held in the Klesner case 101 that the controversy over the 
use of the trade-naijie “Shade Shop” was essentially a private dispute 


ioaF. T. C. v. Klesner, 280 U. S. 19 (1929), discussed in considering jurisdictional 
requirements for Commission action. 
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and lacking in “public interest.” But where the public is clearly de- 
ceived by the use of a mark or name which has been deliberately stolen 
from an established concern, the Commission has not been prevented 
from exercising its authority. Illustrative of recent orders which have 
been sustained are those prohibiting the use of “Duraleather” to designate 
an imitation leather because of its similarity to the word “Duro” used 
by a producer of genuine leather , 102 the use of the word “Champion” on 
spark plug cable sets and automotive specialties , 103 and the use of the 
name “Remington” on radios . 104 Despite the fact that the concerns 
affected could use their own resources to obtain relief in court actions, 
there would seem to be sufficient public interest in eliminating deception 
of the public and the theft of good-will to warrant proceedings by the 
Commission. 

The operation of bogus independents for the purpose of destroying the 
competition of real independents was* a very common practice amongst 
the early trusts . 105 They were employed not only to wage price wars 
against independents, but to obtain confidential information regarding 
their rivals’ operations. But the Commission has issued very few orders 
relating to the practice, perhaps partly because it is no longer extensively 
employed, and they have not been reviewed by the courts. The only 
order against a firm using trade tactics characteristic of the truitt era 
was that against a company manufacturing labels and devices for mark- 
ing textiles . 106 The firm already controlled about two-thirds of the 
business in the field, and was using the bogus independent for price- 
cutting and other purposes in an attempt further to limit competition. 
In the other proceedings the objective of employing the bogus independ- 
ents was not to obtain monopoly control so much as to acquire or hold 
business which they could not do directly . 107 In one instance at least, 
the prejudice of buyers was due to the inferior grade of product purveyed 


102 Masland Duraleather Co. et al. v. F. T. C., 34 Fed. (2nd) 733 (1929). 

108 F. T. C. v . Real Products Corp. et al., 90 Fed. (2nd) 617 (1937). Judge Man- 
ton commented as follows on the matter of public interest: “The existence of a 
public interest here may rest either on the deception suffered by the public or the 
prejudice occasioned to competitors. On either ground the public is entitled to be 
protected against unfair practices and its interest in such protection is specific and 
substantial. Nor is it necessary that the product misrepresented be inferior or 
harmful to the public. The deceptive misrepresentation suffices.” 

104 p e p Boys — Manny, Moe and Jack, Iric., v . F. T. C., 122 Fed. (2nd) 158 (1941). 
* 105 See Stevens, op. cit., Chap. 2. 

106 Kaumagraph Co., 20 F. T. C. 1 (1934). 

107 Fleischmann Co., 1 F. T. C. 119 (1918); A. A. Berry Seed Co., 2 F. T. C. 427 
(1920) ; St. Louis Lightning Rod Co., 3 F. T. C. 327 (1921) ; Dixie Hatcheries, 26 
F. T. C. 953 (1938). In Armour & Co., 1 F. T. C. 430 (1919), the respondent sold 
fertilizer products through an acquired subsidiary whose name included the words 
“Farmers* Cooperative,” although prior to the issuance of the order it voluntarily 
divulged that it was “Armour-owned.” 
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by the firm . 108 It has been argued that failure to disclose ownership 
of subsidiaries in such circumstances as these is “not deceit but ordinary 
privacy .” 109 It may be admitted that the situation is not as serious as 
in cases where the bogus independent is being used to perpetrate monop- 
oly by unfair practices, but nevertheless such a view runs counter to the 
basic proposition that the functioning of competition is dependent upon 
full knowledge of market conditions. If buyers are misled and actually 
purchase goods from firms which they have reason to repudiate, and if 
competitors are not only unaware of the true identity of some of their 
rivals, but lose business because of the practice, there would seem to be 
both economic and legal justification for its condemnation. It is no 
more difficult to choose methods which reveal than it is to select those 
which conceal, and this might well be insisted upon where concealment 
interferes with the efficient operation of the competitive system. 

Judging by the number of cases which have been handled by the Com- 
mission, the most important misrepresentation relating to the commercial 
origin of products is that of trade status. Falsely claiming to be a 
manufacturer, a miller, or a producer of some sort is for the purpose of 
taking advantage of the public’s preference for such concerns It is 
generally believed that goods obtained directly from a producer are apt 
to be of superior quality and certainly cheaper in price than those pur- 
chased from retailers or wholesalers. While the elimination of the mid- 
dleman may or may not yield a more economical product, the Com- 
mission has insisted that sellers adhere scrupulously to the truth in 
representing the nature of their marketing or producing function. In 
this it has been fully sustained by the courts. 

The leading decision is that in the Royal Milling Company case . 110 
This firm, together with several others, used trade names containing the 
words “milling company,” “mill,” or “manufacturer of flour,” when in 
fact they were engaged in mixing and blending flour which had been 
purchased from concerns who ground wheat into flour. The Commis- 
sion found that their practices prejudiced their competitors and the pub- 
lic, and ordered them to remove the misleading words from their trade- 
names and to cease any other misrepresentation. Upon review, the lower 
court set aside the orders on the ground that there was insufficient public 
interest in the proceedings . 111 But the Supreme Court reversed the 
lower court. In dealing with the main question of public interest Justice 
Sutherland said: 


108 A. A. Berry Seed Co., 2 F. T. C. 427 (1920). 

ioo National Industrial Conference Board, op. cit., pp. 207-209. 

no F. T. C. v. Royal Milling Co., 288 U. S. 212 (1933). 

»i Royal Milling Co. v. F. T. C.. 58 Fed. (2nd) 581 (1932). 
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If consumers or dealers prefer to purchase a given article because it was made 
by a particular manufacturer or class of manufacturers, they have a right to do 
so, and this right cannot be satisfied by imposing upon them an exactly similar 
article, or one equally as good, but having a different origin. ... A large num- 
ber of buyers, comprising consumers and dealers, believe that the price or 
quality or both are affected to their advantage by the fact that the article is 
prepared by the original grinder of the grain. The result of respondents’ acts 
is that such purchasers are deceived into purchasing an article which they do 
not wish or intend to buy, and which they might or might not buy if correctly 
informed as to its origin. We are of opinion that the purchasing public is en- 
titled to be protected against that species of deception, and that its interest in 
such protection is specific and substantial . 112 

It is abundantly clear from the foregoing statement that, irrespective 
of the relative quality of the article sold or any question of financial 
loss, a seller may not deceive purchasers as to the origin of goods. The 
Court, however, did not go so far as the Commission in prescribing a 
remedy. It allowed the firms to retain their corporate names, since they 
had acquired considerable trade value, on the condition that qualifying 
terms were used to indicate their true business status . 113 On the strength 
of this decision the Commission has proceeded against a large number 
of companies. Many of the proceedings have related to rectifiers or 
blenders of liquor who represented themselves as distillers, to dealers in 
drugs and toilet articles who allegedly owned laboratories and manufac- 
turing establishments, to clothing producers who asserted that they were 
weavers of cloth, and to furniture dealers who represented themselves as 
manufacturers . 114 Orders have also been issued prohibiting correspond- 
ence schools from using the words “college” or “university” in their cor- 
porate names . 115 

Geographical origin of some products is of prime importance to the 
purchasing public. Apart from the prestige value attached to certain 
products of foreign manufacture, there are in many instances real quali- 
tative differences flowing from the natural resources and workmanship of 
foreign countries or regions. It goes without saying that English 
woolens, French wines and cosmetics, Havana cigars, and Panama hat's 
have sales appeals not enjoyed by domestic products. The products of 
other countries, on the other hand, may be in disrepute because of quality 
considerations or even because we dislike a nation’s political or foreign 


288 U. S. 212, pp. 216-217. 

118 For other cases permitting the use of qualifying words to cure the deception 
in the trade name, see F. T. C. v . Mid-West Mills, Inc., 90 Fed. (2nd) 723 (1937) ; 
and Bear Mill Mfg. Co., Inc., v. F. T. C., 98 Fed. (2nd) 67 (1938). 

114 The citations of these cases and many more in other fields may be found in 
Prentice-Hall, Inc., Federal Trade and Industry Service , pp. 1879-1900. 

115 American College et al, 27 F. T. C. 699 (1938); McKinley-Roosevelt College 
of Arte and Sciences, 30 F, T. C. 1052 (1940). 
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policies . 116 Similarly, within the United States, the words “Tampa” in 
connection with cigars, “Barre” in connection with granite, and “Grand 
Rapids” in connection with furniture, are suggestive of particular quali- 
ties which consumers desire. 

The Commission has issued a great many orders and stipulations 
against the misrepresentation of geographical origin on the solid ground 
that consumers and honest competitors are damaged by the practice. 
Trades in which this practice seems to have been most prevalent are 
beverages, clothing, food, tobacco, and toilet articles . 117 Although the 
Supreme Court has not rendered an opinion, the circuit courts of appeal 
have approved the Commission’s policy . 118 Attempts have been made to 
obtain acceptance of qualifying words to correct the deception. By the 
very nature of the practice, however, false geographic names can be 
contradicted but not qualified. As the Court said in a case in which 
the user of the name “Havana Smokers” wished to indicate that the 
cigars were made in the United States of domestic tobacco: “The difficulty 
of petitioner’s position lies in the fact that the implication of the word 
‘Havana’ is totally false. The purchaser can be guided by either label 
or legend, but not by both. . . . We doubt if petitioner would accede 
to a true qualification — ‘Fake Havana Smokers.’ ” 110 

(d) Value of Products 

Another type of misrepresentation which has been subjected to admin- 
istrative control is that relating to the value of products. The deception 
of the consuming public is achieved in a variety of ways, but the pur- 
pose is always the same. It is to create the false impression that the 
prospective buyer is getting an unusually good bargain. Such appeals 
may be made, among other ways, by offering “free” goods which actually 
are not free, or by marking fictitious prices on goods offered for sale. 
These methods have been the subject of the greatest controversy. 

116 Orders h$ve been issued .against the sale of toys made in Japan and marketed 
in containers marked “Made in U. S. A.” (American Toy Works, 25 F. T. C. 647 
(1937)); and against concealing the words “Made in Japan” on bicycle frames by 
placing the respondent’s name plate over them (K. & K. Supply Co., Inc., 28 F. T. C. 
1195 (1939)). It may be noted that the Tariff Act of 1930 requires that all imported 
products be marked clearly so as to indicate the country of origin. 

117 See Prentice-Hall, Inc., Federal Trade and Industry Service , pp. 1959-1972. 

118 See, for example, F. T. C. t». Bradley, 31 Fed. (2nd) 569 (1929), designating a 

domestic soap “English Tub Soap”; F. T. C. v. Walker’s New River Mining Co., 
79 Fed. (2nd) 457 (1935), use of “New River” in corporate name and in selling coal 
not mined in the “New River district” in West Virginia, an area famous for quality 
coal; Heusner & Son v. F. T. C., 106 Fed. (2nd) 596 (1939); El Moro Cigar Co. v. 
F. T. C., 107 Fed. (2nd) 429 (1939), relating to the use of “Havana” on domestic 
cigars. 

Heusner & Son v. F. T. C., 106 Fed. (2nd) 596 (1939). 
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For some years it appeared that the Commission was powerless to 
eliminate the practice. Numerous orders were issued, 120 but where any 
of them were appealed the courts found the sales method to be quite 
legitimate. 121 But when the Supreme Court had occasion to review the 
whole question in connection with the sales methods employed by the 
Standard Education Society, it left no doubt as to the unlawfulness of 
misrepresenting the value or price of goods offered for sale. 122 Among 
other things, the book company represented that it was giving away a set 
of encyclopedias to specially selected people for advertising purposes and 
that they were paying only for the loose-leaf extension service. The 
regular price of the combination offer was represented to be $150, 
whereas the special price of $69.50 was alleged merely to be the custom- 
ary price for the loose-leaf supplement. The Commission found that 
the ordinary price of the books and the service was $69.50, and ordered 
the firm to discontinue its fictitious pricing. 

The Circuit Court of Appeals, again manifesting the captious attitude 
which has so definitely restrained the Commission’s progress, reversed 
that part of the order relating to the misrepresentation of price. The 
court said: “We cannot take seriously the suggestion that a man who is 
buying a set of books and a ten years’ ‘extension service’ will be fatu- 
ous enough to be misled by the mere statement that the first are given 
away, and that he is paying only for the second. Nor can we conceive 
how he could be damaged were he to suppose that that was true. Such 
trivial niceties are too impalpable for practical affairs, they are will-o’- 
the-wisps, which divert attention from substantial evils.” 123 But the 
Supreme Court disagreed thoroughly with this reasoning. Justice Black, 
speaking for a unanimous court, replied: 

The fact that a false statement may be obviously false to those who are 
trained and experienced does not change its character, nor take away its power 
to deceive others less experienced. There is ho duty resting upon a citizen to 


120 See Prentice-Hall, Inc., Federal Trade and Industry Service , pp. 1977-1984. 

121 Orders were set aside by Circuit Courts of Appeals in Chicago Portrait Co. v. 
F. T. C., 4 Fed. (2nd) 759 (1924), certiorari denied, 269 U. S. 556 (1925), and John 
C. Winston Co. v. F. T. C., 3 Fed. (2nd) 961 (1925), certiorari denied, 269 U. S. 
555 (1925). In the former case the respondent was ordered to cease representing 
falsely that reproductions of family portraits were being offered at prices lower 
than those customarily charged. The Winston case involved the sale of cumulative 
loose-leaf encyclopedias under special terms which suggested that the price charged 
was for the loose-leaf service and that the ten-volume encyclopedia was free. ■ 

But in a later proceeding relating to the same practice of falsely representing 
that the encyclopedia was free to certain influential persons in a combination offer 
of an encyclopedia and an extension service, the Circuit Court upheld the Commis- 
sion’s order and the Supreme Court denied certiorari. Consolidated Book Pub- 
lishers, Inc., v. F. T. C., 53 Fed. (2nd) 942 (1931); 286 U. S. 553 (1932). 
m F. T. C. v. Standard Education Society, 302 U. S. 112 (1937). 
m F. T. C. v . Standard Education Society, 86 Fed. (2nd) 692 (1936), pp. 695=696. 
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suspect the honesty of those with whom he transacts business. Laws are made 
to protect the trusting as well as the suspicious. The best element of business 
has long since decided that honesty should govern competitive enterprises, and 
that the rule of caveat emptor should not be relied upon to reward fraud and 
deception. 124 

After rebuking the lower court for not accepting the findings of fact 
which were amply supported by the testimony before the Commission, 
the Court upheld the Commission in full. 

The decision, like that in the Royal Milling Company case, goes a long 
way in supporting the Commission’s policy of wiping out deception in 
sales methods. Even though the actual quality of goods may measure 
up to representations made, sellers are not at liberty to delude customers 
into thinking that they are obtaining exceptional values. Moreover, the 
language of Mr. Justice Black suggests that the standard of conduct im- 
posed upon traders is such as not to deceive the unwary and inexperienced 
as well as the more skeptical and astute. This should not be an onerous 
burden on competitive enterprise, and is certainly in harmony with sound 
public policy. 

The courts have continued to uphold recent orders of the Commission 
relating to pricing, without exception. 125 Of particular interest is the 
drive against the advertising of the automobile manufacturers and their 
financing companies with respect to finance charges on installment pur- 
chases of automobiles. The orders against General Motors and Ford 
prohibited them from using the words “six per cent” or the symbol 
“6%” in connection with the cost of their deferred-payment plans. 126 
It was found that purchasers were misled into the erroneous belief that 
the “6%” plan contemplated a simple interest charge of 6% per year 
on the unpaid balance as reduced by monthly payments. The 6% was 
actually applied to the original balance and the finance charge thus com- 
puted really amounted to an interest of about 11%% P er y ear on 
deferred installments. Prospective users of the plan might easily be- 
lieve that they were obtaining the convenience of financing through the 
agency from which they purchased cars at rates of interest as good as 
those to be obtained on money borrowed from banks. In upholding the 
Commission’s order against General Motors, the court said: “It may be 
that there was no intention to mislead and that only the careless or 


124 302 U. S. 112, p. 116. 

126 In Thomas v. F. T. C., 116 Fed. (2nd) 347 (1940), an order was sustained which 
prohibited the respondent from misrepresenting that his feather quilts were being 
offered at one-half the regular price as part of his direct selling methods. 

126 Most of the automobile companies and three financing companies, including 
Chrysler, Packard, Graham-Paige, Hudson, and Reo, entered stipulations agreeing 
to discontinue the practice, and the complaints were dismissed. 24 F. T. C. 1397 
(1937). 
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the incompetent could be misled. But if the Commission, having discre- 
tion to deal with these matters, thinks it best to insist upon a form of 
advertising clear enough so that, in the words of the prophet Isaiah, 
‘wayfaring men, though fools, shall not err therein,’ it is not for the 
courts to revise their judgment.” 127 The Supreme Court refused to re- 
view the order. 128 

(2) Lotteries 

The traditional American attitude, as evidenced by the postal laws 
and state statutes, has been that lotteries are opposed to the public 
good. Cognizant of this public policy, the Commission has persistently 
sought to eliminate sales methods embracing an element of chance or 
lottery. Some of the early cases involved the use of prizes which were 
distributed by chance in connection with the sale of tea and coffee. 129 
Since about 1930, however, the number of cases has become much more 
numerous, and the commodities involved have been chiefly confections 
and novelty merchandise. 130 The candy trade s^ms to have been pe- 
culiarly susceptible to the use of sales schemes involving chance. 
Candy firms have not only been subjected to many cease and desist 
orders, but they have fought most vigorously to defend their practices. 

The outstanding issues involving lotteries arose in the Keppel case. 131 
The broad implications of the opinion of Mr. Justice Stone in this case 
with respect to the content and definition of unfair methods of competi- 
tion have already been considered. The respondent and some forty 
others sold penny candies in assortments known as “break and take” 
packages in competition with manufacturers of so-called “straight goods” 
packages. One variety of the break and take package contained a few 
pieces within the wrapper of which was concealed a single penny. The 
pieces of candy in these packages were either smaller than those sold by 
competing firms or of inferior quality. The candy was sold largely to 
school children. It was argued before the Court that the Commission 
was in error in condemning the practice, since there was no deception to 
the consuming public, and no injury to competitors, because they were 
free to adopt the same sales methods. 132 The Court admitted that there 

127 General Motors Corp. v. F. T. C., 114 Fed. (2nd) 33 (1940). See also Ford 
Motor Company v. F. T. C., 120 Fed. (2nd) 175 (1941). 

128 General Motors Corp. v. F. T. C., certiorari denied, 312 U. S. 682 (1941). 

129 Sefe, for example, Buddha Tea Co., 1 F. T. C. 159, 163 (1918). 

iso During the period June 30, 1930, to June 30, 1940, the Commission issued ap- 
proximately 388 complaints and 312 orders with respect to lotteries. 

181 F. T. C. v . R. F. Keppel & Bro., Inc., 291 U. S. 304 (1934). 

182 It was on these grounds that the lower court had reversed the Commission’s 
order in 63 Fed. (2nd) 81 (1933). 
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was no deception, but seemed to retract this judgment when it pointed 
out that school children could not intelligently judge a transaction in 
which they were offered an inferior product. It was also conceded that 
competitors were free to adopt the lottery method to maintain their 
competitive position, but it was forcing them to descend to a practice 
which they were “under a powerful moral compulsion not' to adopt.” 
This was eminently unfair. Mr. Justice Stone declared that the statute 
does not “authorize regulation which has no purpose other than that of 
relieving merchants from troublesome competition or of censoring the 
morals of business men.” He continued: 

But here the competitive method is shown to exploit consumers, children, 
who are unable to protect themselves. . . . Such devices have met with con- 
demnation throughout the community. ... It is clear that the practice is of 
the sort which the common law and criminal statutes have long deemed con- 
trary to public policy. For these reasons a large share of the industry holds 
out against the device, despite ensuing loss in trade, or bows reluctantly to 
what it brands unscrupulous. It would seem a gross perversion of the nonnal 
meaning of the word, which is the first criterion of statutory construction, to 
hold that the method is not “unfair.” 1113 

Strange as it may seem, over a score of cases involving lotteries have 
been considered by the Circuit Courts of Appeal since the affirmation 
of the Commission’s order in the Keppel case. The condemnation of 
such practices has been extended to situations where the product was not 
of inferior quality , 134 and where it was not sold to children . 135 Even in 
the complete absence of deception and where buyers evidenced a prefer- 
ence for the merchandise sold under the lottery schemes, the practice has 
been pronounced unethical and against public policy, and therefore un- 
fair. Apart from some modification of the language of orders , 136 the 

133 291 U. S. 304, p. 313. 

134 Minter v. F. T. C., 102 Fed. (2nd) 69 (1939). In the course of his opinion 
Circuit Judge Clark said: “This case seems to us a futile continuation of earlier 
litigation. The trade practices of these petitioners have already been expressly con- 
demned in a unanimous opinion of the United States Supreme Court (Keppel case). 
. . . The petitioners and the other practitioners of this type of merchandising have 
followed that ancient precept of the sea, 'women and children first/ except that they 
pervert instead of protect weakness. Taking candy from children has never been 
highly regarded. Forcing it upon them through their possession of an instinct that 
the adult world recognizes and has always recognized as at the bottom of many 
of its troubles, seems to us shameful.” 

135 Hofeller v. F. T. C., 82 Fed. (2nd) 647 (1936); certiorari denied, 299 U. S. 
657 (1936), involving the prize package candy usually sold in burlesque theatres 
.and at carnivals; and Chicago Silk Co. v. F. T. C., 90 Fed. (2nd) 689 (1937), relating 
to the sale of ladies , silk hosiery. 

136 See, for example, Sweets Company of America, Inc., v. F. T. C., 109 Fed. (2nd) 
296 (1940), in which, over the dissent of Judge Clark, the court modified the order 
prohibiting the packaging of candies whose sales “may be made” by means of 
lottery, to read “are likely to be made.” 
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Commission has met defeat in only one instance. 1 " And this was be- 
cause of its attempt to proscribe the practice in intrastate commerce. 

(3) Commercial Bribery 

♦ 

Another sales method which is designed to obtain patronage on a 
basis other than the merits of the product is commercial bribery. Com- 
mercial bribery may be defined as the giving of gifts to employees or 
agents of a customer or prospective buyer, without the knowledge of the 
customer, for the purpose of inducing sales. The vice of the practice is, 
of course, that the purchasing agent is induced to sacrifice the interests 
of his employer. His purchases are conditioned not upon the relative 
quality or price of the goods offered by competing sellers, but upon the 
amount of personal gain. The economic cost is reflected in the survival 
of firms that might be forced to withdraw if manufacturing and selling 
efficiency were the sole standard to be met. If all firms in an industry 
adopt the practice in self-defense, perhaps no firm suffers a competitive 
disadvantage, but the additional selling costs are a burden upon the 
consuming public and expansion of the industry is curtailed. 

During its early years the Commission made a concerted drive upon 
commercial bribery and issued a great many orders. Certain indus- 
tries, notably paint and varnish, dye and chemical, and ship chandlery, 
were particularly addicted to the practice. 188 Little resistance seems to 
have been encountered as regards the worst forms of bribery, such as the 
giving of secret money bribes with the obvious purpose of corrupting the 
employees of buyers. 139 It would have been difficult to defend such as 
fair means of competition. 

The Commission, however, has been restricted by the courts in its 
campaign against all forms of bribery. An order against the practice of 
entertaining employees of customers by furnishing them cigars, liquor, 
meals, and theatre tickets was vacated. 140 The record indicated that 
the company spent about as much for entertainment in one year as it 
paid to branch managers and salesmen, and expended amounts ranging 
from $5 to $125 on a single occasion. But the court found the practice 
not to be unfair, since such entertainment has been an “incident of busi- 
ness from time immemorial” and the expenses involved are allowable 
deductions in determining Federal income taxes. It was also suggested 
that even the payment of money or the giving of valuable presents, while 

187 p. x. C. v . Bunte Brothers, Inc., 312 U. S. 349 (1941). 

188 See Prentice-Hall, Inc., Federal Trade and Industry Service, pp. 2155-2158* 

189 An enforcement order was granted with the respondent's consent in F. T. C. 
v. Grand Rapids Varnish Co., 41 Fed. (2nd) 996 (1929). 

140 New Jersey Asbestos Co. v. F. T. C., 264 Fed. 509 (1920). - 
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admittedly a fraud actionable between individuals, was not a practice so 
affecting the public as to be within the jurisdiction of the Commission. 
This undoubtedly would not be the view of the courts today. But the 
main point in the case does illustrate the extremely difficult question of 
distinguishing between ordinary business courtesy and commercial 
bribery. It would be absurd to attempt to suppress all hospitality, how- 
ever trivial and unconcealed its character. But where it is so lavish as 
to have no other purpose or effect than to influence agents in placing 
their orders, it would appear to be both unethical and uneconomical com- 
petition. A public policy which sanctions all “entertainment” would 
seem to be as bad as one which attempts to eliminate every business 
courtesy. 

The Commission has also been frustrated in its endeavor to suppress 
gifts to salesmen of retailers designed to induce them to push the sale of 
the producer’s goods. In the leading case, premiums such as necktie sets, 
watches, and diamonds were given to salesmen with the knowledge and 
consent of the retailers but without disclosure to prospective customers. 141 
The court of appeals found the practice not to be unfair. It declared 
that “the public, if it has an interest in competition has such interest 
only in the competition between different merchants,” and that “there 
can be nothing in the contention that some special interest in a clerk 
which is undisclosed to the buying public represents an unfair method 
of competition, because of an incentive and opportunity of the clerk to 
deceive the public.” 142 Both the conclusion and the reasoning of the 
court are of doubtful validity. It certainly is of importance for a 
prospective buyer to know whether a clerk stands to gain personally 
when offering his advice as to the relative merits of competing goods 
which he handles. And it is obviously unfair to competitors who are 
quite helpless to protect themselves unless they stoop to the same ques- 
tionable and costly sales method. If economic activity is to be effec- 
tively regulated, fair competition between producers must extend to the 
point where the goods are placed in the hands of the .consumer. In the 
eyes of the Commission, the court’s decision does not prevent it from 
prohibiting the payment of “push money” in all circumstances. A sub- 
sequent order was issued, but limited to those payments which were 
made “without the knowledge or consent of the employers.” 143 

The Commission, as early as 1918, recognized that treating commercial 
bribery as an unfair method of competition was not the best method of 
attack, and recommended that Congress make it a criminal offense. 144 

141 Kinney-Rome Co. v. F. T. C., 275 Fed. 665 (1921). 

142 Ibid., p. 669. 

X4S Twinplex Sales Co., 11 F. T. C. 57 (1927). 

x * 4 Special Report Dealing with Commercial Bribery, 66th Congress, 2nd Session, 
Senate Docwnent No. 258 (1920), which also contains the report submitted in 1918. 
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It can deal only with the giver of the bribe, and it was suggested that the 
recipient, who is equally guilty of the crime, should also be punished. 
Despite general disapproval of the practice on the part of business men 
as well as others, Congress has not acted . 145 In the meantime, the Com- 
mission has issued occasional orders and has approved a great many 
trade practice conference rules prohibiting the giving of “money or any- 
thing of value” to representatives of customers “without the knowledge” 
of such customers . 146 

(4) Disparagement and Miscellaneous Interferences with 
Competitors 

The Commission has attacked a number of practices which tend pri- 
marily to injure competitors rather than the consuming public. These 
include, among others, disparagement, espionage, threats of harassing 
litigation, and inducing breach of contract. Most of these oppressive 
trade tactics, it will be recalled, were recognized as unlawful under the 
common law, although the remedies afforded were not always adequate. 
And it is a significant fact that relatively few cases involving conflicts 
between competitors have been handled by the Commission. The num- 
ber of cease and desist orders is quite insignificant as compared with the 
number of orders involving misrepresentation. This may be due in part 
to a general rise in the standards of business ethics. More important, 
perhaps, is the fact that the courts have not permitted the Commission 
to make any real contribution to the law of unfair competition in this 
sphere. They have either insisted upon the elements essential to action 
under the common law, or have found some such defect as an absence 
of public interest in the proceedings. 

Of the practices here considered, disparagement of a competitor or his 
product has been most frequently enjoined. That the practice of mak- 
ing false representations about a trade rival for the purpose of injuring 
him richly deserves condemnation cannot be denied. Illustrative actions 
are those enjoining butter manufacturers from urging falsely that oleo- 
margarine is made from cocoanut oil which is foul and unfit for human 
consumption , 147 a producer of surgical dressings from falsely alleging 
that products of competitors not widely known were not safe or sani- 
tary , 148 a producer of aspirin from falsely representing that it only had 

145 It is noteworthy that the Federal Alcohol Administration Act of 1935 prohibits 
commercial bribery. 

146 For citations of these rules, see Commerce Clearing House, Trade Regulation 
Service , pp. 20,013-20,014. 

147 National Dairy Union, -10 F. T. C. 101 (1932); Crescent Creamery Co., 10 
F. T. C. 142 (1932). 

148 Johnson & Johnson, 20 F. T. C. 134 (1937). 
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the right to use the word “aspirin” and that competitors' products were 
counterfeit, 149 and a newspaper publisher from making false statements 
regarding the financial condition of competitors. 150 The authority of the 
Commission to prevent the making of such statements as these could not 
be seriously questioned. The Commission has been upheld by the courts, 
even where the false propaganda was allegedly used in defense against 
similar means employed by the competitor. 151 But where the Commis- 
sion sought to protect a misbranded antiseptic product of varying com- 
position, as in the case of John Bene & Sons, a court found the pro- 
ceeding not to be in the public interest. 152 The statements were based 
on competent analyses of the product but were exaggerated and perhaps 
misleading. In a subsequent case, an order was vacated because of 
insufficient evidence. 153 Proof of a dozen instances of disparagement by 
600 salesmen over several years was inadequate to demonstrate an unfair 
method of competition. 

It would be unfortunate indeed if these reversals were interpreted to 
curb the Commission's authority to proceed against actual disparage- 
ment. The 1938 amendment of Section 5, which extends the Commis- 
sion's jurisdiction to unfair “acts” or “practices," will probably overcome 
the difficulty of inadequate evidence. More serious is the holding in the 
Bene case. There would seem to be no objection to the view that dis- 
paraging statements must be in fact false. Appropriate economic action 
can only be taken on the basis of full knowledge of conditions, and the 
dissemination of true information, even about a competitor, would fur- 
ther rather than hinder the achievement of this end. The difficulty lies 
in the fact that the public interest requirement, mentioned as the legal 
basis for the holding, might be used to preclude action in this type of 
case, where often the controversy is between tw r o competitors. Private 
actions in the courts are not satisfactory, since special damage must be 
proved in order to recover, and injunctions can rarely be obtained. The 
Commission is not compelled to make findings of special damage. The 
issuance of cease and desist orders, which really operate as injunctions, 
seems to be the best method of attack upon this annoying and grossly 
unfair practice. 

Proceeding on the general assumption that spying on competitors to 


no Bayer Co., 19 F. T. C. 229 (1934). 

150 Blackwell Journal Publishing Co., 23 F. T. C. 413 (1936). 

151 Chamber of Commerce of Minneapolis v. F. T. C., 13 Fed. (2nd) 673 (1926). 
In Perma-Maid Co., Inc., v. F. T. C., 121 Fed. (2nd) 282 (1941), the court affirmed 
an order forbidding a distributor of stainless steel cooking utensils to represent that 
the preparation of food in aluminum utensils causes the formation of poisons and 
that such food is dangerous to health, notwithstanding the discontinuation of the 
practice. 

«2 John Bene & Sons, Inc., v. F. T. C., 299 Fed. 468 (1924). 

Philip Carey Mfg. Co. v. F. T. C., 29 Fed. (2nd) 49 (1928). 
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obtain confidential business information was not in harmony with an 
acceptable standard of commercial ethics, the Commission issued a num- 
ber of orders against the practice. 1 ® 4 No effort was made to confine the 
orders to the acquisition of any particular type of information, nor was 
consideration given to the use to which the information was to be put. 
Any secretive method was proscribed as commercial espionage. But in 
the only case to come before the courts, the Commission's order was 
vacated on the ground that there was not substantial evidence to show 
that the “information was unlawfully used to hinder or stifle competi- 
tion.” 166 It was suggested also, although not definitely held, that 
espionage consisted in the obtaining of information relating to a secret 
process or formula. . This appears to be in line with the common law 
doctrine, which confines espionage to the acquisition of trade secrets. 
The use of underhanded methods to obtain information about compet- 
itors' facilities, extent of operations, costs of operation, or even lists of 
customers in some jurisdictions, cannot be prevented. The Commission 
has issued no orders relating to espionage since this court decision in 1928. 

To threaten competitors and perhaps their customers with litigation 
when there is no intention of actually bringing suit is a practice which 
can have no other objective than that of injuring competitors. The prac- 
tice has been used to advantage by firms seeking a monopoly position. 
Most of the cases, it appears, have related to groundless threats to sue 
for patent or trade-mark infringement. Of the two orders of the Com- 
mission which have been challenged in the courts, neither has been up- 
held. 166 On the advice *of reputable attorneys, the respondents in both 
cases circularized a few customers of a competitor, warning that suits 
for patent infringement were to be brought. No action had been taken 
prior to the issuance of the Commission's cqmplaints. The fatal defect 
in each case was that the Commission had failed to prove bad faith in 
making the threats. It was also held, in the more recent decision, that 
the controversy was of a private character. The court remarked: “It 
was never intended that the Commission should act the part of a petty 
traffic officer in the great highways of commerce.” 167 This jurisdictional 
point would seem to bar Commission proceedings. Fortunately, as Pro- 
fessor Handler has pointed out, the private remedy is adequate and Com- 
mission intervention is really unnecessary. 168 

It should be noted, in conclusion, that the Commission has also issued 


18 *Botsford Lumber Co., 1 F. T. C. 60 (1918) ; The Oakes Co., 3 F. T. C. 36 (1920). 
188 Philip Carey Mfg. Co., 29 Fed. (2nd) 49 (1928). 

186 Heuser v. F. T. C., 4 Fed. (2nd) 632 (1925) ; Flynn & Emrich Co. v. F. T. C., 
62 Fed. (2nd) 836 (1931). 

«^52 Fed. (2nd) 836, p. 838. 

158 Handler, op. cit., p. 2pO. 
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a number of orders relating to inducing breach of contract and the related 
practice of enticing competitor employees. These practices have been 
condemned in circumstances indicating clearly that the purpose was to 
injure, the competitor rather than to further directly the competitive in- 
terests of the aggressor . 159 At common law these practices were unlaw- 
ful. The courts have had no occasion to consider the lawfulness of any 
order of the Commission, so it is not clear whether the Commission’s 
authority is greater or less than that under the common law. If, per- 
chance, the public interest requirement is found to preclude jurisdiction 
over these methods, it is probable that the courts can give adequate 
protection to damaged parties . 160 

Summary and Evaluation 

For over a quarter of a century the Federal Trade Commission has 
functioned as an investigatory and regulatory agency designed to im- 
prove the operation of the economic system. Having reviewed its ef- 
forts to preserve competition and to elevate the standard of competitive 
behavior, certain conclusions may now be drawn concerning the effective- 
ness of those efforts. In such an appraisal, attention may be directed 
both to the contribution which has been made to the substance of the 
law of unfair competition and to the general efficiency of the Commis- 
sion’s administrative process. 

On the whole, the Commission has not been a potent force in directly 
protecting competition. Monopoly cases have constituted a relatively 
small percentage of its total proceedings. Though it was organized pri- 
marily as an agency to attack intercorporate relationships and trade 
practices which were conducive to monopoly, it is a singular fact that so 
little has been accomplished in this sphere. Price-fixing combinations 
and other trade restraints have been subsumed under unfair methods of 
competition with judicial approval. Re-sale price maintenance was at- 
tacked with some vigor until the recent shift in state and national policy 
legalized the practice in no uncertain terms. One factor which appears 

159 For brief summaries of the Commission’s proceedings relating to these prac- 
tices, see Prentice-Hall, Inc., Federal Trade and Industry Service, pp. 208fr, 2105- 
2107. 

160 A*noveI and ingenious practice akin to the type here considered, in that the 
purpose is to harass and cause financial loss to competitors, is the making of spurious 
requests for catalogues and estimates of mail-order houses. Firms handling building 
materials have encouraged employees and others to, do this. See, for example, Bots- 
ford Lumber Co., 1 F. T. C. 60 (1918). In one instance a civic organization en- 
deavored to protect local traders by ridding the community of mail-order catalogues 
by such means as offering prizes for them and arranging for their acceptance in lieu 
of admission charges to theatres. Chamber of Commerce of Missoula, 5 F. T. C. 
451 (1023). 
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to be responsible for the dearth of monopoly proceedings is the costly 
nature of these investigations. They cover wide areas and numerous 
producers, and require the services of experienced attorneys to make the 
difficult showing that concert of action directed at fixing prices or restrict- 
ing production does exist. 161 An encouraging feature of the Commis- 
sion’s performance is the apparent increase in the number of proceedings 
relating to restraint of trade. 162 

The provisions of the Clayton Act, designed to eliminate intercorporate 
connections and trade practices which might eventually flower into 
monopoly, have been of little aid. Defective draftsmanship on the part 
of Congress and an apparent unwillingness on the part of the courts to 
interpret the laws in such fashion as to give them real force have been 
largely responsible. Section 7 was designed to prevent the merging of 
competing corporations by the acquisition by one corporation of the 
voting stock of other corporations. But this preventive instrument has 
been rendered impotent by the holding that the Commission has no 
power to force the divestiture of physical assets, even though such 
assets have been acquired through a purchase of stock made in viola- 
tion of the law. Until Congress amends the section to embrace acquisi- 
tions of physical assets, as recommended strongly by both the Commis- 
sion and the Temporary National Economic Committee, the prevailing 
trend toward fewer competing firms in many sections of industry cannot 
be arrested. Another abortive attempt to prevent monopolistic market 
structures was the prohibition of interlocking directorates in certain cir- 
cumstances. Since there is no limitation on the ownership of voting 
stock in competing firms by a single person or interest, the use of dummy 
directors is a legitimate device for effecting cooperative action. 

Even the prohibitions of such monopolistic practices as tying and ex- 
clusive dealing, and price discrimination, have not been fully effectual. 
Insufficient recognition has been given both by Congress and the courts 
to the fact that these practices can be carried on only by concerns 
which have some measure of monopoly power. The courts have so 
construed the qualifying language which restricts unlawfulness to situa- 
tions where the effect “may be to substantially lessen competition or tend 
to create a monopoly” that the Commission may successfully attack 

161 Statements of James A. Horton, Chief Examiner, and W. T. Kelley, Chief 
Counsel, Federal Trade Commission, before the Temporary National Economic 
Committee, Final Report and Recommendations, Senate Document No. 35 (1941), 
pp. 299-311. 

162 On February 1, 1941, of the 1285 cases being investigated or awaiting investiga- 
tion to determine whether formal complaints should be issued, 165 were restraint- 
of-trade cases (Ibid., p. 299). During the year 1940 and the first month of 1941, 
the Commission disposed of 21 such cases by order to cease or desist, or dismissal; 
and on February 1, 1941, there were pending 45 formal cases involving conspiracies 
to restrain trade, price-fixing, boycotting, and similar practices. Ibid., pp. 319 L -321. 
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tying contracts and exclusive dealing arrangements only when they are 
utilized by concerns that are already dominant in their respective fields. 
The limitation makes it virtually impossible for the Commission to 
check these obstructive practices in the early stages of monopoly growth, 
and hence defeats its preventive function. The attack upon price dis- 
crimination, notwithstanding the classic order against Pittsburgh Plus, 
was for long restrained by the unfortunate ruling that the prohibition 
did not apply to discrimination which injured customers of a discriminat- 
ing seller. Under the clarification and strengthening afforded by the 
Robinson-Patman Act, however, the Commission has been able to pro- 
ceed apace not only against discriminatory price discounts, but against 
such discriminatory practices as fictitious brokerage and advertising 
allowances. 

Much greater success has attended the efforts of the Commission in 
the realm of unethical practices which impair the quality of competitive 
behavior. Misbranding and fraudulent advertising have been vigorously 
dealt with since the Commission was first upheld in the classic Winsted 
case. The fact that the Commission suffered repeated reversals in early 
cases relating to other activities perhaps accounts for its concentration 
in this field. With a decided difference in the general tone of its opin- 
ions from that expressed in the Gratz case, the Supreme Court has pro- 
ceeded in recent years to place its stamp of approval upon the Commis- 
sion's condemnation of lotteries, misrepresentation of trade status, and 
fictitious pricing . 163 Under this new dispensation it is likely that the 

163 After having talked about court reversals and affirmations throughout this 
discussion of the Commission’s performance, it may be interesting to set down the 
statistics concerning the fate of cease and desist orders in the courts. Of the 235 
orders which were appealed to the Circuit Courts of Appeal up to June 30, 1940, 29 
petitions had been withdrawn and 180 had been decided as of that date. Of the 
180 decisions, 88 were in favor of the Commission and 92 for other parties. Many 
of the 92 orders reversed were in consolidated proceedings (furniture veneer and 
tank and pump cases), so if actual cases are counted the number of reversals would 
be 41. Some 58 petitions for enforcement of orders were also passed upon by the 
lower courts, and the Commission was sustained in 54 of these cases. 

Petitions for review of the decisions of lower courts were filed in the Supreme 
Court in 74 cases. The Commission was sustained in 50 of these cases, either by 
formal decision or by a denial of certiorari to respondents. Of the remaining cases, 
21 were decided in favor of respondents, 2 were withdrawn by the Commission, and 
1 was pending on June 30, 1940. 

The foregoing statistics, while in terms of orders rather than cases involving a 
given trade practice, indicate that the record of the Commission in the courts has 
not been good. It is significant, however, that since the Raladam decision in 1931 
the Commission has been reversed by the Supreme Court in only one case and 
has been denied certiorari in two others. It is extremely important to note also that 
the Commission had issued 2719 orders to cease and desist prior to June 30, 1940. 
When the 92 orders reversed by the lower courts and the 21 orders reversed by the 
Supreme Court are related to this figure of 2719, it puts the Commission’s record in 
a much better light. F. T. C., Annual Report, 1940, pp. 103-106. 
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Supreme Court will permit the Commission to go considerably further 
in building up a law of fair competition. The change in the attitude of 
the courts as well as the Wheeler-Lea Amendments of 1938 should enable 
the Commission, in the field, of trade regulation, to attain the authority 
and prestige so long enjoyed by the Interstate Commerce Commission in 
transport matters. 

There is little doubt that the substantive law of trade practices is 
superior to the common law. The chief merit is the relief from the re- 
quirement that special injury to the complaining parties be shown. It 
is sufficient to show that a given practice has a tendency to deceive con- 
sumers or to injure competitors. The public interest requirement places 
a definite limitation upon the scope of the Commission’s performance, 
but if interpreted only to bar proceedings in private controversies for 
which there are adequate remedies in the courts, it will not constitute a 
serious deterrent to the attainment of the public good. 

The economic effect of the elimination of misrepresentation and kindred 
practices is to insure more fully that competitors will survive on the 
basis of efficiency. Consumers are able to ascertain the true qualities 
of products more easily, especially under the current trend toward full 
disclosure of content, as in the textile field, and will spend their incomes 
more wisely. Those firms which have relied upon deception to build up 
consumer preference will lose this advantage, and the demand for their 
products will revert more closely to the perfect elasticity which charac- 
terized pure competition. With the dissipation of this monopolistic ele- 
ment, predicated upon inadequate and false consumer knowledge, 
competition will be improved, patronage will be diverted to those firms 
supplying the most acceptable products in terms of quality and cost, and 
greater satisfactions will be obtained from productive resources. Maxi- 
mum satisfaction can be obtained, however, only if all elements of mo- 
nopoly are removed. The Commission must move against monopolistic 
market structures and practices more vigorously. It is also apparent 
, that the restrictions placed upon price competition by state “fair trade” 
and “unfair practices” acts and the Miller-Tydings Enabling Act are 
counter to the basic tenets of a, competitive economy. The Temporary 
National Economic Committee has recognized the uneconomic character 
of re-sale price maintenance and has recommended that the Miller- 
Tydings Act be repealed. 164 

An evaluation of the general efficiency of the Commission’s administra- 
tive process raises a number of issues. In the first place, there is little 
question that the administrative control of trade practices is far superior 
to that under the common law. There is some assurance that action will 


164 Temporary National Economic Committee, Senate Pocument No. 35, p. 33. 
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be taken against the dishonest and predatory element in business. It is 
no longer necessary to rely upon court action by private parties, suits 
which were infrequently brought because of the cost and the uncertainty 
of result. The Commission, an expert body supported by public funds 
and under a mandate to act in the public interest, assumes the initiative 
and carries the proceedings through to a conclusion. 

But have all the advantages of administrative control been realized? 
It is safe to say that they have not been. For one thing, the Commis- 
sion's procedure has been cumbersome and slow. Unless fairly expe- 
ditious action is taken, parties are uncertain as to whether given prac- 
tices are unfair, injured parties are not given prompt relief, and the 
preventive function is impaired. There are no recent figures available 
as to the length of time required to dispose of cases. 165 But some light 
is thrown on the matter by the fact that the number of applications for 
complaints pending at the end of the fiscal year increased from 469 in 
1934 to 1421 in 1940. The number of pending complaints increased like- 
wise from 115 in 1934 to 458 on June 30, 1940. 166 A large increase in 
the number of proceedings instituted accompanied these trends. More 
significant, therefore, is the fact that of the cases pending on June 30, 
1940, about 48 per cent of the complaints and more than 35 per cent of 
the applications for complaint had been under consideration by the 
Commission for a year or more. 167 The present state of the docket seems 
to be unsatisfactory, and there is ground for complaint against the lack 
of speed and promptness in the Commission's process. 

Numerous factors probably account for the lack of expedition in han- 
dling cases. Inadequate appropriations and insufficient personnel -are 
perhaps the most important. Increases in appropriations and personnel 
have taken place over the years, but they have not kept pace with the 
growing volume of proceedings due in part to new legislation. 168 An- 
other factor is the cumbersome and time-consuming character of its 
procedure. The numerous steps in the procedure, while perhaps neces- 
sary to insure due process of law, afford great opportunity for delay. 
The stipulation procedure, the trade practice conference, and the new 
enforcement procedure in the courts have undoubtedly contributed to 


165 A study of the records of 123 cases disposed of during the fiscal year ending 
June 30, 1924, disclosed that the average time required to handle a case, exclusive 
of the preliminary investigation, was 22 months and 6 day$ (N. I. C. B., Regulation 
of Competitive Practices (1929), pp. 252-253). A similar study of 479 cases decided 
earlier revealed a somewhat better record of performance, but even then the 
handling of cases was not sufficiently expeditious. See Henderson, op, dt,, p. 89. 
ice x. C., Annual Report, 1940, pp. 102-104. 

167 House Hearings on the Independent Offices Appropriation Bill for 1942, 77th 
Congress, 1st Session, pp. 109-110. 

Ibid., p. 116. 
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more efficient administration, but it appears that they are not enough. 
Perhaps the answer lies in the introduction of methods of approach which 
will make enforcement of the law somewhat more automatic than at 
present. The Commission must now proceed against a great many indi- 
vidual firms that indulge in an unlawful practice. A codification of 
clearly unfair practices, either by the Commission under a definite dele- 
gation of authority from Congress or by Congress itself, and the attach- 
ment of a substantial money penalty for engaging in these practices 
might be undertaken. 169 A clear and definite statement of proscribed 
practices, with adequate provision for additions thereto as circumstances 
require, would give fair warning to business men, and the prospect of 
money penalties would serve as a deterrent to unlawful action. Detec- 
tion of violators and the imposition of penalties would be entrusted to 
the Commission. Under such an arrangement it is likely that the num- 
ber of cases would 'be brought within manageable proportions. 

Another question is whether or not the Commission has actually been 
an expert body devoted to the vigorous enforcement of the national policy 
of maintaining free and fair competition. Effectiveness of administra- 
tion depends in great measure upon the quality of the personnel. In this 
respect the Federal Trade Commission has not been as fortunate as the 
Interstate Commerce Commission. The latter agency, from the very be- 
ginning, has been noted for the ability and public vision of its members. 
But the same statesmanlike qualities have not characterized the Trade 
Commission throughout its career. 170 The early Commission, while it 
suffered from a very rapid turnover in membership as well as in staff, 
did. make a real effort to give new content to the meaning of unfair com- 
petition and to assert its authority. Its effort, however, received little 
sympathetic treatment at the hands of the courts. A part of the dif- 
ficulty was the failure of the Commission to render informative opinions 
which analyzed the evidence and the argument presented, and gave full 
and convincing explanations of the reasons for its decisions. 171 Formal 
statements of findings of fact and conclusions, without reasons, are 
unsatisfactory both to the parties concerned and to the reviewing courts. 
The courts are unable to determine whether expert judgments have ac- 
tually been rendered in a particular case, and are tempted to substitute 


160 For a discussion of constructive proposals for codifying and defining unlawful 
trade practices, see Handler, op. cit., pp. 259-262; Nelson B. Gaskill, The Regulation 
of Competition (New York, Harper & Brothers, 1936), pp. 138-175. 

170 For an appraisal of the Commission’s personnel and policies, see E. Pendleton 
Herring* Public Administration and the Public Interest (New York, McGraw-Hill 
Book Co., 1936), Chaps. 7 and 8; and Carl McFarland, Judicial Control of the 
Federal Trade Commission and the Interstate Commerce Commission , 1920-1980 
(Cambridge, Mass., Harvard University Press, 1933), Chap. 5. 

171 Henderson, op. cit., pp. 333-337. ' 
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their own appraisal of the evidence. Even today the character of the 
reports of the Commission leaves much to be desired. 

Under the leadership of the Commissioners appointed by the Repub- 
lican administrations in the early 1920’s, however, there was a decided 
shift in the policies of the Commission. These conservative appointees 
were more friendly to the business interests, and readily acceded to the 
views of the courts that the Commission was not intended to be a re- 
sourceful and energetic pioneer in the realm of trade regulation. The 
announced objective was to cooperate with business rather than to sub- 
ject it to penetrating economic investigation and perhaps embarrassing 
publicity and painful litigation. 172 Among other things, economic in- 
vestigations were not given the proper encouragement, no publicity was 
given to the names of respondents who entered stipulations to discontinue 
unlawful practices, and the trade practice conference procedure was 
liberalized and its use greatly expanded. 173 The Commission went so 
far in its trade practice conference activities as to raise the suspicion 
that the industry conferences and rules were being used for price-fixing 
and other illegal purposes. An informal protest was registered by the 
Department of Justice. A modification in policy ensued, when, without 
any official explanation for its action, a general revision of trade practice 
rules was ordered by the Commission in 1930. 174 

With the inauguration of a Democratic administration in 1933, the 
pressure of- politics was once again felt by this supposedly independent 
and expert administrative body. But at this point forces were set in 
motion to guide the veering craft back to the course originally charted 
in 1914. One of the first steps taken by President Roosevelt was the 
removal from office of Commissioner Humphrey, 175 who for over eight 


172 Commissioner William E. Humphrey, appointed to the Commission by Presi- 
dent Coolidge in 1925, remarked as follows concerning the policy of the Commission 
as it functioned under the Wilson Administration: “Under the old policy of litigation 
it became an instrument of oppression and disturbance and injury instead of a help 
to business. It harassed and annoyed business instead of assisting it. Business 
soon regarded the commission with distrust and fear and suspicion — as an enemy. 
There was no cooperation between the commission and business. Business wanted 
the commission abolished and the commission regarded business as generally dis- 
honest.” Address of January 6, 1931, quoted by Herring, op. cit., p. 125. 

173 See Herring, op. cit., pp. 125-138, for an interesting and informative review of 
the change in policy. 

' l74 Gaskill, op. cit., pp. 106-124; Herring, op. cit., pp. 129-133. 

176 Commissioner Humphrey was asked to resign on August 31, 1933. President 
Roosevelt stated in his letter: “I do not feel that your mind and my mind go along 
together on either the policies or the administration of the Federal Trade Com- 
mission, and, frankly, I think it is best for the people of this country that I should 
have a full confidence.” Commissioner Humphrey refused to resign and on October 
7, 1933, was removed from office. Humphrey’s executor, the former Commissioner 
having died on February 14, 1934, challenged the power of the President to remove 
a member of an administrative commission from office and sought to recover back 
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years had championed the policy of leniency in regulation and coopera- 
tion with industry. Commissioners were appointed whose social and 
economic philosophies were more acceptable. But apart from the ad- 
ministration of the new Federal Securities Law of 1933, the Commission 
found itself far in the background as a regulator of business practices. 
The violent aberration in trust policy instituted by the National Indus- 
trial Recovery Act of 1933 left little room for the exercise of its delegated 
authority. With the passing of this abortive experiment in 1935, how- 
ever, the Commission was able once more to assert itself as an agency 
dedicated to the task of preserving free and fair competition. Such fac- 
tors as a more harmonious and socially-minded membership, increased 
Congressional support and appropriations, much-needed supplementary 
legislation, and a more sympathetic attitude on the part of the courts, 
have greatly strengthened the Commission. There is some prospect now 
that the role envisioned for the Commission in the American economic 
\ scene by its founders in 1914 will be realized. 

salary due him. Upon appeal to the Supreme Court, it was held that the President 
has no authority to dismiss a member of a commission performing quasi-judicial 
and quasi-legislative functions except for the reasons of inefficiency, neglect of 
duty, or malfeasance in office prescribed in the statute. Humphrey’s Executor v. 
U. S., 295 U, S. 602 (1935). 
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INTRODUCTION 


In altering the internal pattern of the modern corporation and in pro- 
viding a favorable ground for the growth of monopoly, corporate concen- 
tration has created two serious difficulties for the competitive system. 
Unfortunately it presents another closely related problem. Industry 
after industry shows two or three or a dozen firms producing almost the 
whole output which, to the consumer, constitutes the supply of a com- 
modity. Yet competitive concepts are based on the assumption that the 
number of competitive companies is so ,large that each can and must 
make its price and output plans independently. 

A number of products arc produced by industries in which as few as 
eight companies are responsible for 90 per cent of the output. Among 
these products are typewriters, chewing-gum, ammunition, cigarettes, 
linseed oil, motor vehicles (except motorcycles), safes and vaults, lino- 
leum, rubber tires and inner tubes, sewing-machines, rayon, writing-ink, 
and matches. In a dozen industries a single company possesses only a 
few very small rivals. 1 In others, concentration has advanced nearly as 
far, leaving two or three large concerns to account for over 70 per cent 
of the production of such articles as electric motors, milk-bottles, loco- 
motives, biscuits, fruit-jars, and cast-iron enamelware. 

In over 10 per cent of the industries covered by the Census of Manu- 
factures a single producer accounts for something between 50 and 75 per 
cent of the total production; in approximately 20 per cent the four 
largest are responsible for 65 to 90 per cent of the supply, and the eight 
largest for 75 to 100 per cent. Even these figures do not indicate the 
full extent to which the market is dominated by a few sellers. An “in- 
dustry” may produce a variety of articles, and a company concentrating 
on the production of a few of them will have a greater importance than 
the general figures indicate. Similarly, the plants of a company may be 

1 Among these companies are The American Can Co., The American Car and 
Foundry Co., The American Smelting and Refining Co., The American Sugar Re- 
fining Co., The International Match Co., The Koppers Co., The National Biscuit 
Co., The National Lead Co., The Procter and Gamble Co., The Singer Manufactur- 
ing Co., and The Union Carbide and Carbon Corporation. Cf. T. N. E. C., Mono- 
graph No. 21, Competition and Monopoly in American Industry (1940), pp. 113-121, 
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concentrated in one area of the country, and in that area it may possess 
an importance not adequately represented by national figures. 


CONCENTRATION AND INTERDEPENDENCE 

• 

When as a result of concentration the number of firms producing a 
physically similar product is reduced to a small figure, one important 
condition for complete competition will almost certainly be missing. 
The general picture presented by economic theory is one in which the 
conceptual supply unit is the industry. The size of the unit is adjusted 
through the influence of supply and demand changes affecting costs and 
prices so as to direct the entry or exit of firms at the margin. To make 
his profits as large as possible, the individual seller is described as ad- 
justing his production to the point where his marginal cost is equal to 
the ruling price for the industry product. This general explanation is 
not reasonable if it cannot be assumed that there is sufficiently free 
entry into the industry and a sufficiently large number of producers to 
prevent any individual firm from possessing the power to change the 
ruling price for the industry as a whole by some change in its production 
policy. 

If any producer is sufficiently large to change the level of prices for’ 
the industry, the competitive process will not function. Firstly, the 
firm may possibly increase its profits by restricting production below 
the ideal envisaged in competitive theory. If it restricts, it will lose 
some sales to other companies, but the rise in the going price for the 
products of the industry may be sufficient to increase its total profits. 
Secondly, the competitive independence of the several companies in the 
industry can no longer be maintained. It becomes obvious that any im- 
portant change in the business policy of one giant concern both affects 
and is affected by the policy of others. The producer cannot simply 
adjust his production to fit the existing price, but must give major atten- 
tion to the influences which the present production and price policies of 
other companies will have on his business and the manner in which their 
reactions, induced by changes in his business policy, will affect the opera- 
tion of any new policy. 

The influence which one firm will exercise on the cost level of others 
also creates a considerable interdependence. Where few buyers are 
present, the prices paid for labor and materials can be importantly af- 
fected by the policy of any one company. No company can plan to 
expand its production without considering the effects which other com- 
pany plans would have pn its costs and profits. The three large tobacco 
concerns together make nearly half the total purchases of leaf tobacco. 
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and are even more important buyers of certain types of cured tobacco. 
The size of the purchases, and the prices paid by any one of them, are 
of very direct concern to the others. With the four large meat-packers 
buying between 50 and 80 per cent of the various supplies of livestock, 
this same interdependence inevitably exists. The packers commonly de- 
termine the prices they will offer by deducting their processing costs and 
an allowance for profits from current prices for meat. Obviously any 
unusual buying by any one of the packers would affect the profits of 
the others, and his own profits would be influenced by the reaction of 
the others. The packers, of course, have taken steps to forestall any 
competitive disturbance, but whether they do or not, the fact of a very 
close interdependence would remain. Competitive independence must 
give way before an interdependence which is allowed no place in com- 
petitive theory. 

While concentration will force the dropping of competitive concepts, 
it will not develop relations in an industry that can be contained in 
simple monopoly concepts. If the several companies were symmetrical 
in all respects, it would be possible to find a monopoly price which would 
be suitable for all. But differences in the demand enjoyed by the inter- 
dependent firms and difference in their supply situation would mean 
that the ideal monopoly price for one seller might serve another very 
poorly. And even more important in invalidating traditional monopoly 
generalizations is the fact that the interdependence in itself does not en- 
tail the complete unity necessary for monopoly. 

As one seller raised his price materially above competitive levels, it 
might or might not serve the interest of others to follow him. Depend- 
ing on the amount of their sales increase and its effect on their produc- 
tion costs, the others, or some of the others, might make larger profits by 
no increase in price, or even by reductions. And, of course, the wisdom 
of the price increase of the first seller would have to be reconsidered in 
the light of the price policies pursued by the others. The elasticity of 
the demand for his products is important in determining the level of 
price which will give him the largest monopoly profits, but this elasticity 
may be importantly affected by the price policies followed by the manu- 
facturers of goods that are in direct competition. If their price policies 
are similar to his, the shape of the demand curve for his products will 
not change. If they follow only part way in increasing prices, his de- 
mand will become more elastic, and probably some part of the original 
increase in price would have to be abandoned as he suffered severe re- 
ductions in the volume of sales. 

When the output of different sellers is not differentiated by the influ- 
ence of such things as advertising or style differences, and if competition 
comes only from physically similar products, it is possible that each 
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seller would find that there was a perfectly elastic demand for his prod- 
uct at the price level maintained by others — that is, under conditions of 
perfect competition any price increase on his part would reduce his sales 
to zero. However, the competition faced by most goods comes in con- 
siderable part from other commodities that are physically dissimilar. 
Meat competes for a place in the consumers budget not only with a great 
variety of foods, but with clothing, housing and a hundred other goods 
and services. All these affect the elasticity of demand for meat and, in 
most cases, if meat prices are raised while the prices of these “substi- 
tutes” remain the same, the quantity of meat demanded will decrease, 
but not to zero. In other words, perfect elasticity of demand does not 
exist. And to the extent that the seller has been able to persuade the 
buyer that his product possesses distinctive qualities not possessed by 
physically similar commodities, he can be independent of the price level 
set by direct competitors. But even in this case one seller may feel his 
product is so firmly differentiated that he need not fear the effect that 
high prices might have in attracting new competitors into existence. 
But another may wish to avoid the price that is best for short-run 
monopoly profits, in order to minimize the risk he may face from the 
appearance of new enterprises. 

Certain supply considerations may also prevent the several companies 
from agreeing on a single price. If their unit costs are at different levels 
or react differently as output is restricted, there will be no one price 
which will yield the maximum profits for all. When fixed costs are very 
important in the production of one company, it gains less as prices are 
raised and output reduced than does a firm with a larger proportion of 
variable costs. And finally, restriction may reduce raw material or 
labor costs for one and not for another manufacturer. It is obvious that 
United States Steel, owning extensive ore properties, could not benefit 
from a restriction in steel output that reduced the demand for ore. But 
others, buying ore supplies on the open market, would probably find that 
their ore costs were reduced as the demand for ore declined. 

The study of a number of representative cases undertaken in this part 
shows that this interdependence frequently spells the end of competitive 
independence. Competition is replaced by cooperative action organ- 
ized in various forms. A leading firm may set prices that are accepted 
by the others in the industry. The small group may work through some 
plan whereby the market is divided between the individual companies 
without the appearance of competition. Or finally, some form of asso- 
ciation may be maintained by conventional arrangements or by formal 
organization which allows the producers to plan collectively their price 
and output policies. Unfortunately, the cooperation may bring effects 
that are little if any better than those associated with monopoly. The 
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cases studied do suggest that conditions do not permit the cooperating 
producers to achieve as profitable and socially injurious results as those 
created by monopoly. 

In various ways this collusion is more serious than monopoly. For 
one thing, it is tremendously more common. As the following chapters 
suggest, it is an actual or a threatening condition in the majority of our 
large industries and in many small markets. For another, it is more 
difficult to attack than monopoly. In the ordinary fields of industry 
there is something artificial in the domination of a single firm. The 
study of monopoly showed the large monopoly threatened frequently by 
its own inefficiency, and by the recurring appearance of independents that 
had to be bought -off or eliminated by costly cut-throat competition. 
Although industrial cooperation is strengthened frequently by patents, 
unfair competition and other devices, it rests directly on a business condi- 
tion that is very common — the growth of large corporate units and the 
resulting concentration of business. 



22 

The Iron and Steel Industry 




While the materials used in iron and steel-making and the main pro- 
duction steps have remained essentially unchanged over a long period 
of time, the structure of business organization and the competitive 
aspects of the American iron and steel industry have altered consider- 
ably. As late as 1890 it showed little evidence of either horizontal or 
vertical combination, and appeared to be highly competitive. Gentle- 
men^. agreements and pools were not uncommon, but their temporary 
nature indicates that they did not seriously limit competition. 1 Their 
frequent recurrence, however, suggests that leaders in the industry had 
no great enthusiasm for competition and suffered it only because pools 
failed to curtail it. More thorough-going combination offered both an 
escape from this situation and the possibility of large-scale economies. 
At the same time, developments along this line were being encouraged by 
financiers seeking promotion profits, and were being made easy by the 
availability of the holding company. 

THE ORGANIZATION OF THE INDUSTRY 

Combination first appeared as individual companies expanded horizon- 
tally in various stages of the industry. There was at first very little 
of it in the production of iron ore. Although the mines .were concen- 
trated in Minnesota, Wisconsin, Michigan and in the district around 
Birmingham*, Alabama, the mine companies were generally small. But 
in the heavy steel section of the industry a number of large companies 
appeared. They were engaged in the smelting of ore with coke to pro- 
duce pig iron and in the treatment of pig iron in open-hearth or Bessemer 

1 Quarrels over tonnage allotments, the failure to include all producers, and the 
entry of new competitors broke up pools among producers of wire nails, steel rails, 
billets, and ore; cf. The Report of the Commissioner of Corporations on the Steel 
Industry (Washington, D. C., U. S. Government Printing Office, 1911), Part I, p. 2. 
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furnaces to produce steel ingots. 2 The finished steel companies, fabricat- 
ing a number of products from the slabs and blooms obtained from heavy 
steel producers, remained small. And there was generally very little 
integration between the three stages of the industry. The one out- 
standing exception to this rule, the Carnegie Steel Company, operated in 
the heavy and semi-finished branches of the industry, and through the 
Frick Coke Company and the Oliver Iron Mining Company held de- 
posits of coking coal and iron ore. 

In the short space of three years this whole situation was changed. A 
remarkable combination movement started in 1898 and left almost the 
whole industry by the end of 1900 in the hands of a few companies. The 
rapidity of the movement and the size of the various companies is ap- 
parent from the following table: 

TABLE 15 

Leading Combinations in the Iron and Steel Industry, 1898-1900 


Year of In- 
corporation 

Name of Organization 

Authorized Capital 

1898 

American Steel & Wire Co. of Illinois 

$ 24,000,000 


American Tin Plate Co. 

50,273,000 


American Car & Foundry Co. 

60,000,000 


American Iron & Steel Mfg. Co. 

20,000,000 


Empire Steel & Iron Co. 

10,000,000 


Federal Steel Co. 

230,217,179 


National Enameling & Stamping Co. 

30,600,000 


Pressed Steel Car Co. 

25,000,000 


Republic Iron & Steel Co. 

55,000,000 


Sloss-Sheffield Steel & Iron Co. 

23,835,000 


U. S. Cast Iron Pipe & Foundry Co. 

30,000,000 


Virginia Iron, Coal & Coke Co. 

20,000,000 

1899 

American Steel & Wire Co. of N. J. 

70,156,000 


American Steel Hoop Co. 

33,000,000 


National Steel Co. 

61,561,000 


National Tube Co. 

80,000,000 

1900 

American Bridge Co. 

70,156,000 


American Sheet Steel Co. 

54,000,000 


Carnegie Company of N. J. 

345,081,813 


Crucible Steel Co. of America 

50,000,000 


Shelby Steel Tube Co. 

15,000,000 


•The Bessemer process has been displaced to a considerable extent by the open- 
hearth method. Since impurities can be disposed of more readily in the latter, it 
is able to use pig iron of widely varying chemical analysis. 
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A number of these large companies were under the influence of three 
great industrial and financial personalities: Andrew Carnegie, a canny 
Scot and top-ranking steel man; J. P. Morgan, Sr., a powerful and able 
financier; and Judge W. H. Moore, astute lawyer, promoter, and finan- 
cier, whose stardom was dimmed somewhat by the lustre of the other two. 

Carnegie's company, Carnegie Steel, was largely independent of the 
other steel companies, except at one point where it was highly vulnerable. 
It produced crude and semi-finished steel which it sold to companies 
manufacturing finished steel products. Some of these companies, such 
as National Tube, were under Morgan control, and some, like the Amer- 
ican Steel and Wire Company, a partially integrated concern, were under 
the aegis of John W. (“Betcha-million”) Gates. Carnegie could be 
economically embarrassed if such customers chose to produce their own 
crude and semi-finished steel. When they let it be known that they in- 
tended to become self-sufficient the market situation looked precarious 
for Carnegie. Consequently he countered this lead by announcing plans 
to build at Conneaut, Ohio, the finest tube works in the world. It was 
announced, also, that he had plans to construct a railroad from Pitts- 
burgh to the Atlantic seaboard . 3 Both of these moves, if consummated, 
spelled trouble for J. P. Morgan, whose interests lay not only in rival 
steel companies but also in the Pennsylvania Railroad, which carried 
Carnegie's products over its rails. 

Carnegie was powerful. His company had large cash resources. It 
was exceptionally well equipped and highly organized to bring out the 
best efforts of its talented steel-makers. Its capital structure was devoid 
of water. 

The Morgan companies, such as Federal Steel, National Tube, and 
American Bridge, had the financial support of the country's outstanding 
investment banker. This support was not as strong as it appeared, how- 
ever, for it must be remembered that the House of Morgan had many 
irons in the financial fire. Its power could not, therefore, be concentrated 
on a steel war. Furthermore, the Morgan-controlled companies were 
badly over-capitalized, and would be vulnerable in a severe struggle. 

Judge Moore's steel companies were so badly handicapped by this 
same weakness that competent economists have doubted if the Moore- 
controlled concerns could have withstood even the market effects of an 
opening battle . 4 

8 In one of his earlier threats against the Pennsylvania Railroad, Carnegie actually 
sent great crews of men into the mountains of Pennsylvania to construct roadbed 
and tunnels for a competing railway to the Atlantic seaboard. The project was, 
however, suddenly given up. Recently, highway engineers, constructing a highway 
along the same route from Harrisburg to Pittsburgh, found the tools which had 
been discarded in the tunnels when Carnegie abandoned the construction. See The 
New York Times, October 15, 1939, Section 10, p. 1. 

4 Cf. Seager and Gulick, op. cit., pp. 220-221. 
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The Combination of Combinations 

How some of Carnegie’s rivals felt about the steel situation is revealed 
in the words of Judge Gary of Federal Steel, who told the Stanley Com- 
mittee that “. . . it is not at all certain that if the old management or 
the management which was in force at one time had continued, the 
Carnegie Company would not have driven entirely out of business every 
steel company in the United States.” 5 

While it may be that Judge Gary was trying to excuse eventual com- 
bination, nevertheless Scotch determination and a full purse were dan- 
gerous. Morgan and his associates chose to be discreet rather than val- 
orous, but did not find it easy to buy out Carnegie. Earlier attempts to 
acquire his interests had failed. Carnegie, it seems, did have ambitions 
to distribute his surplus wealth and die a relatively poor man. It ap- 
pears, however, that he had no burning desire to distribute his surplus 
by making a poor bargain with those who already had large surpluses of 
their own. Budding financial deals languished, therefore, until the force- 
ful and fluent Charles M. Schwab, right-hand man of Carnegie, revived 
hopes. Schwab, it is said, sat close by J. P. Morgan at a dinner one 
December evening in 1900. As guest of honor and chief speaker of the 
occasion, Mr. Schwab presented dramatically the case for complete in- 
tegration in the steel industry. More advanced technical organization, 
assured markets, economies of larger-scale operations, expansion in 
international trade, and other variations of the same general theme in- 
cited great enthusiasm. Mr. Morgan was impressed by Schwab’s argu- 
ments, and shortly thereafter he asked Mr. Schwab to discover on what 
terms Carnegie would be willing to sell. 

Lincoln Steffens tells us that the man who ultimately brought Carnegie 
and Morgan into agreement was James B. Dill, an extraordinarily clever 
corporation lawyer, who had pushed through the New Jersey legislature 
the amendment to its incorporation laws permitting the charter grants to 
holding companies. 6 Dill told Steffens: “I put Morgan in one room, 
Carnegie in another, while I took the third room in between them with 
my clerks and stenographers. I knew that if they met they would blow 
up; so I played the part of buffer and negotiator. They could express 
.their opinions pf each other to me. I could agree with both of them, 
sympathize with the generosity and bigness of each one, and share his 
contempt for the narrow meanness of the other. I was sincere, uninsult- 


5 Hearings before the Committee on Investigation of the U. S. Steel Corporation, 
H. R. No. 1127, 62nd Congress, 2nd Session, 1911, Vol. I, p. 220. 

6 Autobiography of Lincoln Steffens (New York, Harcourt, Brace and Co., 1931), 
p. 192. 
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able, and true to their agreeable purposes, the one to buy, the other to 
sell.” 7 

What Elbert Gary dreamed about as President of Federal Steel, what 
Charles Schwab dramatized for Morgan’s benefit, James B. Dill fash- 
ioned, for a fee, into the United States Steel Corporation. This "com- 
bination of combinations” acquired the Carnegie Steel Company and its 
subsidiary, the Frick Coke Company, for $492,006,160 in securities. 8 
Andrew Carnegie’s share was $213,000,000. 

Literally scores of corporations were amalgamated into the corporate 
personality created by James B. Dill and J. P. Morgan. Into U. S. 
Steel came Carnegie, Federal, American Steel and Wire of New Jersey, 
National Steel, National Tube, American Steel Hoop, American Sheet 
Steel, American Tin Plate, and their subsidiaries. In short order there 
followed American Bridge, Consolidated Iron Mines, Bessemer Steam- 
ship, and the Oliver Iron Mining Company. Later, other important con- 
cerns were acquired. Thus the threatening steel war was averted. 
Carnegie got his price. The House of Morgan realized promoter’s prof- 
its of $62,500,000 net, and obtained control of the new combination. 
Complete integration in the steel industry was an accomplished fact. 

U. S. Steel’s inventory showed a varied list of assets: enormous quan- 
tities of raw materials such as coking coal, iron ore, limestone; railways 
and steamships; coking plants, blast furnaces, rolling mills, finishing 
mills, warehouses, and sales offices. 0 In addition to these tangible assets 
it was equipped with a corporate charter which allowed it to do almost 
everything except coin money. 10 And the Company did not remain 
satisfied with its great size. From surplus earnings and from the sale 
of securities it constructed additional plants, the most notable of which 
was the huge one at Gary, Indiana. Furthermore, it acquired competing 
concerns and either purchased or leased valuable ore properties. Union 
Steel was acquired in 1902. Clairton Steel, in receiver’s hands, was ab- 
sorbed in 1904. Both of these companies possessed valuable raw mate- 
rials such as iron ore and coking coal. In November, 1907, it bought 
the Tennessee Coal, Iron, and Railroad Company, acquiring thereby 


Ubid. t p. 192. 

8 Seager and Gulick, op. cit p. 223. 

9 The U. S. Steel Corporation acquired steel works of an annual capacity of 9,400,000 
tons of crude steel; more than 7,700,000 tons capacity of finished rolled steel prod- 
ucts; over 1000 miles of main track together with a large mileage of second track 
and sidings; more than 100 Lake ore vessels; iron ore reserves in the Lake region 
estimated at from 500,000,000 to 700,000,000 tons; over 50,000 acres of coking-coal 
lands; and many miscellaneous properties. Report of the Commissioner of Corpora , • 
tions on the Steel Industry , Part I, p. 13. 

10 For a copy of the charter of U. S. Steel see A. H. Stockder, Business Ownership 
Organization (New York, Henry Holt and Co., 1922), pp. 573-581. 
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enormous holdings of coal and iron ore. 11 Because this company's raw 
materials were all available in a relatively small but richly endowed 
area, pig iron could be manufactured there more cheaply than anywhere 
else. 12 Moreover, the market for open-hearth steel rails was developing 
rapidly. This made the Tennessee Company's iron ore, which did not 
convert properly into steel by the Bessemer process, much more attrac- 
tive than formerly. By its acquisition the United States Steel also fore- 
stalled what would have been a formidable hundred-million-dollar inte- 
gration of this property with the Republic Iron and Steel and the Sloss- 
Sheffield Steel and Iron Company. 

In another move the Steel Corporation arranged with James J. Hill, 
head of the Great Northern Railway, to lease a large part of the rail- 
road's ore lands. The terms of the lease were very unfavorable for the 
purchaser, and the Bureau of Corporations insisted that the lease was 
signed merely to check the growth of rival corporations. By 1910, the 
Corporation held ore reserves in excess of the combined holdings of all 
the other steel companies. 

The Present Organization of the Industry 

In 1920 an ill-informed prosecution and a befuddled court wiped away 
any taint of monopoly from the Steel Corporation and, by implication, 
from its competitors. Since then the leading company has grown, al- 
though meantime other large companies have made proportionately 
greater strides. The Steel Corporation's early start was so great that its 
dominant position has not been challenged; the industry has come to be 
almost completely dominated by a few large concerns. At present over 
80 per cent of the annual capacity of pig iron, steel ingots, and hot 
rolled steel products is concentrated in the hands of ten large corpora- 
tions. About two hundred smaller concerns complete the roster of the 
industry. The size and relative importance of the leading companies is 
apparent in the following table showing the invested capital of the ten 
largest companies. 

The ten companies account for 88 per cent of the industry, while the 
assets of the leading company alone make up 40 per cent of the total 
to give it a size two and a half times greater than its nearest rival. 
There is a considerable disparity in the importance of particular com- 
panies in the production of individual products, but these concerns 
dominate all branches of the industry. In manufacturing pig iron, steel 

11 For the interesting details concerning this acquisition, see Seager and Gulick, 
op. ciL, pp. 231-235. 

18 C/. Eliot Jones, The Trust Problem in the United States (New York, The Mac- 
millan Company, 1928), p. 209. 



478 


THE IRON AND STEEL INDUSTRY 


ingots, and thirteen of the leading finished or semi-finished products, the 
five largest in the individual lines possess between 43 and 94 per cent of 
the total capacity. 18 In the manufacture of some products, such as cold 
rolled sheets, the United States Steel Company is matched or nearly 

matched by other of the large companies. But its lead is commanding in 

* 

TABLE 16 


Invested Capital op the Ten Largest Steel Companies, 1937 14 


Company 

Invested 
Capital in 
Millions of 
Dollars 

Per Cent 

Total Invested Capital for the Industry 

$4281.26 

100 

1. United States Steel Corporation 

1717.92 

40 

2. Bethlehem Steel Corporation 

656.68 

15 

3. Republic Steel Corporation 

329.50 

8 

4. Jones and Laughlin Steel Corporation 

198.61 

5 

5. Youngstown Sheet and Tube Company 

199.34 

5 

6. National Steel Corporation 

179.69 

4 

7. Inland Steel Company ... 

143.36 

3 

8. American Rolling Mills Company 

132.62 

3 

9. Wheeling Steel Corporation 

110.37 

3 

10. Crucible Steel Company of America . 

103.59 

2 

Total for the Ten Companies 

$3771.68 

88 


pig iron and steel ingot capacity and in rails, finished hot rolled products, 
wire rods, hot rolled strip, and a number of other products. 


WHY COMPETITION DECLINED 

It was inevitable that competition would be affected by the concen- 
tration of business in the hands of these few large companies. Even if 
concerted action were not definitely planned by the producers, it must 
develop in some form or other. Where thousands of relatively small 
competitors are present in an industry the plans of any one are not of 
great importance, but where only four companies are found, as in the 
manufacture of heavy steel rails, the prices of any one, say the United 
States Steel, cannot be ignored by the Bethlehem Steel Company, the 
Inland Steel, and the Colorado Fuel and Iron Corporation. And it ip 

18 Ibid., Table XVII, p. 10,409. 

m T. N. E. C., Part 18, Table XVI, p. 10,408. i 
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equally true that the price and output plans of the smallest, the Inland 
Steel, must be carefully watched by the largest producer. Similarly, for 
other steel products where a few large companies are found, no one 
producer can go his own way independently planning his price and pro- 
duction policies. 

The Weakness of Small Companies 

A very definite and planned cooperation developed with the appear- 
ance of the United States Steel Corporation. The smaller companies, 
then weaker than they now are, quite reasonably felt that cooperation 
would be far wiser than a competitive struggle with the giant concern. 
They faced a completely integrated company with a core of very ef- 
ficient plants, giving it an output that was greater than their combined 
output in all the major lines except pig iron, where it almost equalled 
them. 15 And the president of this company, Judge Elbert II. Gary, at 
various times between 1907 and 1911 pointed out to officers of the 
smaller concerns that price competition would result in the survival of 
the fittest and “exhorted” them to avoid price-cutting. 10 It must have 
occurred to his listeners that Judge Gary was thinking of the billion- 
dollar United States Steel when he spoke of the fittest to survive. 17 

In later years, when rivals had attained a firmer position, the power 
of the Corporation was still great enough to make competitors walk 
warily. In 1928, Charles M. Schwab, President of the Bethlehem Steel 
Corporation, warned the industry that it could expect that the United 
States Steel would not much longer ignore the price-cutting being done 
by a number of independents. 18 Under the indicated conditions some 
action by the large concern would not be surprising, but it might seem 
strange that the president of the second largest company would see fit 
to use the leading producer as a “bogey” to scare his colleagues. 

The Weakness of the Giant Concern 

Strangely enough, in its early years the United States Steel, also had 
reason to fear the effects of competition. It started out badly over- 
capitalized as the result of the high prices paid for its properties and 
the sixty-two and a half million dollars paid to the House of Morgan 
for promotion services. The Bureau of Corporations showed that its 

15 Report oj the Commissioner of Corporations on the Steel Industry , Part I, p.365 

16 Eliot Jones, op. cit pp. 225-230. 

17 Cf. United States v . United States Steel Corporation et al., 223 Fed. Rep. 55, 154. 

18 Arthur Robert Burns, The Decline of Competition (New York, McGraw-Hill 
Book Company, 1936), p. 
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capitalization of $1,402,846,817 was clearly excessive. The stock mar- 
ket valued the securities of all the component parts at something under 
eight hundred millions, and the Bureau valued the physical properties 
of the giant concern at six hundred and eighty-two millions. It was 
clear that the corporation was so badly over-capitalized that all of its 
$508,222,394 of common stock and probably half of its preferred issue of 
$510,205,743 were not backed by any assets. While this condition was 
almost commonplace among the big combines of the period, it called for 
special treatment. If the corporation operated under competitive con- 
ditions, it would be selling its products at costs which would include a 
reasonable profit only on the investment actually used for production. 
Obviously there would be no dividends for the common stock and little 
for the preferred. Only through cooperation that raised prices above 
the competitive level could a satisfactory financial record be maintained. 
By 1910 the Steel Corporation had used half a billion dollars of earn- 
ings to add to its plants and acquire new properties without increasing 
its capital stock or liabilities, 19 so all the water was squeezed out of its 
preferred stock and the common stock came to have assets equal to 
about half its par value. 20 

The Nature of Demand and Supply 

While the dangers of over-capitalization were markedly diminished, 
the industry found a number of enduring characteristics that made price 
competition peculiarly unattractive. In general it appears that the 
demand for steel is inelastic and unit costs are not markedly reduced 
as output is increased, even from plants that are operating far short of 
capacity. A recent study made for the United States Steel Corpora- 
tion under the supervision of Professor T. O. Yntema, a member of the 
University of Chicago faculty, showed that the demand for steel going 
into the railway, automobile, and container industries was such as not 
to encourage price-cutting. 21 Products for these industries made up 
about 40 per cent of steel sales ; and at least in any short period of time, 
a price reduction, say of 10 per cent, would bring something less than a 
5 per. cent increase in the volume of sales. 22 The major factors fixing 
this elasticity are found in the extent to which price affects the substi- 
tution of steel for other metals in various uses, the elasticity of demand 
for various finished products from which the demand for steel is derived, 

i» Report of ike Commissioner of Corporations on the Steel Industry, Part I, p. 64. 

20 In 1001 intangible assets were valued by the United States Steel Corporation 
at $749,207,806, and :n 1938 at $1; cf. T. N. E. C., Part 26, p. 13,746. 

« T. N. E. C., Part 26, pp. 13,587-13,600. 

••Ibid., p. 13,694. 
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and the importance of steel prices in the cost of the finished article. 28 
Automobile demand, for instance, between 1932 and 1938 took about 
20 per cent of the steel produced in the United States, and, according 
to the economists of the United States Steel Corporation, showed a 
marked inelasticity. In the first place, technical and not price con- 
siderations mainly determine the metals used. Secondly, studies by the 
General Motors Corporation indicate that the demand for automobiles 
is only moderately elastic: for every decrease in price of 1 per cent, 
sales would increase 1^ per cent. 24 Finally, price reductions in steel 
would have to be very large to make significant reductions in the price 
of cars. In 1938, for example, there was only $77.42 worth of steel in 
a Chevrolet sedan that sold in New York for $730. 26 Steel costs have 
approximately the same importance in other cars; it appears, then, that a 
10 per cent reduction in the price of steel would reduce car prices only 
1 per cent. If the General Motors Corporation is correct in estimating 
the elasticity of demand for its product, the 10 per cent cut in steel 
prices would increase car sales and the demand for steel by U /2 per 
cent. 26 To the steel producer this would mean that for every ton he 
had been selling at an average price of sixty dollars, he would now sell 
1.015 tons at fifty-four dollars per ton. He would realize $54.80 instead 
of $60.00. 

It is probably true that the demand for other steel products is either 
inelastic or at best of very moderate elasticity; cost studies suggest that 
in any short period of time unit costs of production do not decrease 
sufficiently with increased volume to balance the loss from reductions in 
unit prices. The cost studies of the Steel Corporation directed by 
Yntema used the tonnage figures and the total operating costs for each 
year between 1927 and 1938, and adjusted them to make them compa- 
rable to the 1938 figures. For example, since more costly products might 
be shipped , in one year than in another, the actual tonnages sold each 
year were converted into a weighted tonnage figure so as to allow a 
ton of more or less than average value to count more or less than one 
ton. And the total costs for each year were adjusted to the 1938 cost 
level by making adjustments for changes in pension, tax, wage and in- 


2 ® Ibid., pp. 13,895-13,898. 

24 T. N. E. C., Part 26, p. 13,982; cited from C. F. Roos and Victor von Szeliski, 
"Factors Governing Changes in Domestic Automobile Demand,” The Dynamics of 
Automobile Demand, New York, General Motors Corporation, 1939. 

25 T. N. E. C., Part 26, p. 13,998. 

26 If a 10 per cent reduction in price resulted in the construction of heavier cars 
the demand might be favorably affected by this factor. If this were the case car 
sales might be slightly greater than the estimate: c/. T. N. E. C., Exhibit No. 1416, 
An Analysis of Steel Prices, Volume and Costs — Controlling Limitations on Price 
Reductions, pp. 14,032 ff. 
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terest costs and for changes in efficiency. The result was to show the 
relation between costs and the varying volumes of business under 1938 
conditions. 

From the study it appeared that variable costs per unit change very 
little as the volume of output increases in a partially utilized plant. 
Fixed costs per unit of the product, of course, are favorably affected. 27 
The combined effect was to reduce unit costs by moderate amounts as 
output increased toward capacity. 28 For the weighted average ton that 
was used the total unit cost was about $86 for operations at 30 per cent 
of capacity, $72 at 60 per cent of capacity, and $67 at 90 per cent of 
capacity. 29 

If the large companies in the industry face approximately the same 
cost experience, and it is reasonable to assume they do, the industry as 
a whole cannot in any short period of time gain from price competition. 
Even with an elasticity of demand far greater than is indicated to be 
the case, price reductions would not bring comparable reductions in unit 
costs. An individual company can profit from price competition only 
by taking volume away from other companies. If buyers are price- 
conscious and competitors do not meet its small price reductions, it 
would, enjoy a highly elastic demand and would get the benefit of unit 
cost reductions as its sales increased. But other companies would be 
forced to protect themselves, and any advantage would be lost unless 
prices were cut further and some sellers were slow in following. 


Fluctuating Demand and Fixed Costs 

In any industry where these cost and demand conditions are found 
there is danger of cut-throat competition. It is enhanced in the steel 
industry by the instability of demand. With changes in general busi- 
ness conditions the demand for steel fluctuates markedly as it does for 
the products of most of the capital goods industries. 30 And when total 
demand falls off badly, a general wave of price-cutting may occur that 


87 Fixed costs make up about 25 per cent of the total cost when plants are operat- 
ing at 50 per cent of capacity; cf. T. N. E. C., Part 26, Table XXVIII, p. 14,058. 

28 T. N. E. C., Chart 13, p. 14,057. 

29 These costs are derived from T. N. E. C., Part 26, Table XXVIII, p. 14,058. 

80 This fluctuation is inevitable with the roundabout method of production, and 

may be described in an abstract illustration as follows: the yearly output of railway 
service may be represented as 100 and the cost of the fixed capital to produce this 
service as 500. It may be assumed that 10 per cent of this capital must be replaced 
each year, which means that demand for 100 units of railway service creates a 
demand for 50 units of capital equipment. If the demand for railway service in- 
creases 10 per cent, and the plant formerly was fully utilized, the demand for capital 
equipment will be 50 units for replacement and 50 units to increase the capital 
equipment to 550. That is, a 10 per cent increase in demand for railway services 
creates a 100 per cent increase in demand for capital equipment. Unfortunately 
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brings benefit to no one. Price reductions offered by one seller are met 
by others, and while revenue is sacrificed, the volume of sales does not 
respond sufficiently to reduce costs materially. If demoralization spreads 
badly enough, companies may get down to prices that do little more 
than cover their variable costs. 

The organization of the industry and its economic characteristics in- 
evitably made cooperation far more attractive than competition. The 
latter could only promise extreme dangers, while the former offered 
safety and possibly the chance of some measure of monopoly profits. 
The very conditions that were the source of danger made monopoly con- 
trol feasible. The few firms in the field made cooperation easy to plan. 
An inelastic demand permitted prices to be raised above the competitive 
level without serious reduction in the quantity of steel demanded. And 
unit costs would not increase very much as some restriction of sales did 
occur under high prices. Finally, the companies need not fear that large 
profits would attract new competitors. Entry into the industry has 
been made very difficult by the large original investment required to set 
up an operating company. In 1939, Ernest T. Weir of the National 
Steel Corporation commented at hearings of the Temporary National 
Economic Committee that a fully-equipped sheet mill would cost in the 
neighborhood of twenty-five million dollars, and integrated production 
of raw materials, pig iron, steel, and finished products would call for an 
investment of at least one hundred millions. 31 The only entrant of im- 
portance to break into the field has been the Ford Motor Company, 
which produces no pig iron, but has between 1 and 3 per cent of the in- 
dustry^ capacity in the production of steel ingots, hot rolled products, 
hot rolled black sheets, bars, and cold rolled sheets. 32 

THE FORM OF COOPERATION 

From 1901 until 1904 companies in various branches of the industry 
worked together through pooling arrangements to fix prices and divide 
sales. These formal agreements were abandoned when the subsidiaries 
of the Steel Corporation dropped their use. Prices continued, however, 
to be fixed cooperatively in meetings attended by representatives of the 
larger companies. 33 Fear that these trade conferences might come under 
the ban of the Sherman Act led in turn to their abandonment. 

When the short but severe depression of 1907 brought on a spasm of 

this accelerated demand also works in reverse, and a 10 per cent decline in the 
demand for rail services will cause a much magnified decline in the equipment 
purchased by the railway industry. See Gottfried von Haberler, Prosperity and 
Depression (Geneva, League of Nations, 1939), pp. 89-98. 

si T. N. E. C., Part 19, p. 10,672. 

82 Ibid., Part 18, Table XVII, p. 10,409. 

8«223 Fed. Rep. 55, 173. 
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price-cutting the United States Steel management found a new device 
in the so-called Gary Dinners. While entertaining the officers of the 
leading companies, Mr. Gary persuaded them that competition was dan- 
gerous, while cooperation would be comfortable and profitable. To 
make their general agreement effective, representatives of approximately 
90 per cent of the industry set up committees to make sure that the indi- 
vidual companies followed the prices set by the United States Steel. 
There was no need to reach formal agreements on prices as long as the 
companies followed the lead given them and gave notice if they were 
going to initiate changes. 84 Judge Woolley of the New Jersey District 
Court was unquestionably correct in his observation that the United 
States Steel did not force a group of competitors into an unwilling co- 
operation. It merely assumed the responsibilities of its size for its own 
profit in becoming a leader for a group of willing followers. 

Other individuals and other companies have taken over the role of 
Mr. Gary and the Steel Corporation. In 1928 Mr. Schwab, President 
of the Bethlehem Corporation, was the exhorter urging members of the 
American Iron and Steel Institute to avoid price-cutting. And four 
years later, in the depths of the depression, R. P. Lamont as head of 
the Institute assumed the role. 35 But generally the Steel Corporation 
kept its place. Mr. Weir of the National Steel Corporation recently 
testified that his company set its price for tin plate at the price fixed 
in the contract between the American Can Company and the United 
States Steel. 36 And Mr. Grace, President of Bethlehem Steel in 1939, 
testified that his company generally waited until the Steel Corporation 
published its prices, and commented that the “pace is set . . . by the 
Steel Corporation.” 37 

From the viewpoint of the industry it is not very important who the 
leading personality or company happens to be, as long as cooperation 
is maintained. And its continuance is now protected not only by the 
organization and economic characteristics of the industry, but by well- 
established habit. Until 1924 its maintenance was made easy by the 
use of Pittsburgh as a basing-point for pricing in all regions of the 
country. Regardless of where steel was manufactured, it was sold to 
all buyers at delivered prices which were arrived at by taking the base- 
price set by the United States Steel at Pittsburgh and adding the rail- 
road freight from there to the point of delivery. A buyer in Chicago 
would take steel from a producer located within a few miles of him, 
but the price would be set as if the shipment came from Pittsburgh. 

84 223 Fed. Rep. 55. 157-161. 

85 Bums, op. cit., pp. 77-81. 

88 T. N. E. C., Part 19, p. 10,681. 

** Ibid., p. 10,601. 
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Aside from the obvious advantages the scheme had in grinding out 
sizable monopoly profits, it made a simple price structure for the whole 
continent. All the price leader need do was to set the base price and 
let the rest follow. Action of the Federal Trade Commission ended this 
pleasant situation in 1924, and since then the industry has used a num- 
ber of bases from which it is assumed delivery of various products is 
made. The pricing system is not as simple as it was, but is still much 
easier to control than it might be. 

Oiie other possible source of price variation between companies has 
received the attention of the industry. When base-prices are announced 
they apply to only one size and quality of each type of steel product. 
A buyer wanting some variation from the standard specification is 
charged an “extra.” For example, a base-price is quoted on sheet steel 
of a certain gauge, width, and finish, and an extra is added or a deduc- 
tion is made for a customer who wants a finer surface than the hot 
rolled finish which may be the basic specification, or who takes some- 
thing lighter than the basic gauge. If these charges were fixed in- 
dependently by the various companies a considerable amount of price 
variation might appear. Cooperation, however, has been the rule here 
as in other phases of the pricing problem. Mr. Fairless described for 
the Temporary National Economic Committee the manner in which the 
United States Steel determines its extras. 38 In meetings with representa- 
tives of other companies its officers consider its own costs and those of 
the other companies to arrive at charges that are satisfactory to all. 
And the industry as a whole cooperates further through the use of cost 
studies made by the Iron and Steel Institute. Mr. Fairless was careful to 
deny that the Institute sets the extra charges, but in fixing costs which 
apparently are satisfactory to the whole industry it certainly helps co- 
operation between the companies. 39 In view of the small number of 
firms in the industry it is possible that no other pricing policy is 
feasible. But, necessary or not, cooperation leaves little room for com- 
petitive independence. 

Similar conditions lead to similar results in the production of iron 
ore. In 1937, three companies made up over 70 per cent of the total 
shipments. 40 The largest, The Oliver Iron Mining Company, is a sub- 
sidiary of the United States Steel, and was responsible for over 40 per 
cent of the total. A base-price for ore of a certain analysis is set for 

88 T. N. E. C., Part 19, p. 10,560. 

80 Examination by the Department of Justice of the extra charges listed in the 
extra books of twenty-five steel companies for sixteen different products showed 
additions and deductions to be identical for every manufacturer of each product. 
C/. T. N. E. C, Part 19. pp. 10,724 ff. 

40 T, N. E. C., Part 18, Exhibit No. 1352, p. 10,426. 
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the whole year at the price arrived at in the first large sale of the 
season. This price, with fixed deviations from it for ore of other quality, 
is accepted by all the large producers. There might be little harm or 
possibly some actual benefit in the practice if this first sale took place 
under competitive conditions. There is agreement, however, among the 
officials of the big companies as to the price that should be set. 41 Henry 
Ford as a large buyer of ore was frequently able to bargain for a 
particularly good price, but correspondence between officials of the ore 
companies showed that the price to Ford was not going to be the base- 
price whether it was the first sale or not. 42 The setting of lake freight 
rates on iron ore is done under approximately the same sort of condi- 
tions and shows the same lack of competitive determination. 43 

THE CONSEQUENCES OF LEADERSHIP 

Leadership and its attendant cooperation have brought direct effects 
in the form of prices that are abnormally high, discriminatory, and 
unusually stable. Earnings reported by the industry have not been as 
great as might be expected. It appears, however, that the reports un- 
derstate the actual earnings, and certain inefficiencies brought in by 
cooperation have reduced profits. 

The Effect on the Level of Prices 

The formation of the United States Steel Corporation and the conse- 
quent pooling and leadership did not bring any sudden and unreasonable 
increases in prices until war influences affected the market after 1914. 
The first ten years, in fact, brought general and material reductions. 44 
Bessemer steel rails offered the only outstanding exception. They re- 
mained at twenty-eight dollars a ton while prices of other fabricated 
products declined on the average by 19 per cent. 45 But prices were still 
above competitive levels, for costs were declining even more markedly. 
The price level maintained through the efforts of Judge Gary allowed 
the Steel Corporation to make average net earnings of 12 per cent on 
its actual investment. 46 In four of the first seven years after 1900, 

41 Ibid., Part 18, pp. 10,360-10,372. 

**Ibid., pp. 10,370-10,371. 

43 Ibid., pp. 10,372-10,381 ; p. 10,425. 

44 United States v. United States Steel Corporation, ct al., 223 Fed. Rep. 81 (1918) ; 
Defendants 1 Exhibit, Vol. II, p. 203. 

45 On a tonnage basis steel bars declined from $33 to $25 ; wire nails from $51 to 
$36; steel beams from $36 to $27; steel billets from $27 to $24. Cf. ibid., Govern- 
ment Exhibit, Vol. XIV, pp. 2912-2922. 

46 Report of the Commissioner of Corporations on the Steel Industry, Part I, p. 54. 
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business conditions were good enough to let it earn over 14 per cent. 
Preferred dividends of seven dollars and common stock dividends rang- 
ing between $1.50 and $5.50 were paid in every year except one. When 
it is remembered that all the common stock and possibly half the pre- 
ferred had no assets behind it, it is apparent that these dividend rates 
were very good. 

Profits indicate that prices were particularly high in certain lines. 
The Bureau of Corporations estimated that ore prices were high enough 
to allow the Steel Corporation 10 per cent on its investment in ore lands 
which included not only the properties actually operated but also vast 
idle reserves. 47 Two of the Company’s railroads also showed remarkable 
profit records. The Duluth and Iron Range as well as the Duluth, 
Missabe, and Northern Railway were very efficiently run, but the spec- 
tacular earnings of the two roads came in part from exorbitant rates 48 
Since some other steel producers used this service, the high rates not 
only gave the Steel Corporation good profits, but gave it also a com- 
petitive advantage over these companies. The prices of steel rails were 
high enough to yield returns between 11 and 17 per cent. 49 

Prices for steel started upward in 1915, rising much more rapidly 
than the price index for all commodities. 50 Average earnings for the 
whole industry were 28 per cent on the capital investment in 1917 and 
approximately 20 per cent in 1916 and 1918. 51 Despite general reduc- 
tions after the war, a number of prices stayed at monopoly levels until 
1924. In September of that year the Steel Corporation agreed to obey 
the order of the Federal Trade Commission to abandon the use of 
Pittsburgh as the sole base for pricing. The effect showed how far 
prices had been from competitive levels. As might be expected, the 
prices for markets east and north of Pittsburgh were not affected, but 
to the west things were different. Chicago was established as a basing- 
point, with a differential of two dollars above the Pittsburgh base. 
Since the freight rate from Pittsburgh to Chicago of $6.80 had formerly 
been added to the Pittsburgh prices for deliveries in Chicago, the re- 
arrangement lowered the base-price for the middle west by $4.80. What 
this meant in terms of finished products is shown by Frank Fetter in 

47 Ibid., Part II, p. xvii. 

48 Ibid., Part I, p. 60. 

*»Ibid., Part II, pp. 130-131. 

60 T. N. E. C., Part 19, Exhibit 1379, p. 10,709. 

51 These percentages are figured before deduction of taxes, interest, and dividends. 
The Iron and Steel Institute reported earnings for 1916, 1917 and 1918 as 16.5%, 13.9%, 
and 9.0%. These percentages, however, are figured before deduction of interest 
and dividends, but after deduction of income and excess profits taxes, which were 
particularly heavy in the last two years. Since the interest here is in the level of 
prices and not in the realized profits of the industry, the larger figures are more 
significant. 
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The Masquerade of Monopoly. Wire and wire nail prices per ton 
dropped overnight from twenty -two dollars to twenty at Spokane; from 
approximately eighteen to ten at Fargo ; from twelve to two at Duluth, 
and from seven to one at Chicago. 62 As earnings were between 5 and 
9 per cent on invested capital in the five years following these reductions, 
it is quite apparent that prices for the Middle and Far West had been 
exorbitant. 

Until 1938 the industry used a multiple basing-point system. For 
most products Birmingham, Chicago, and Bethlehem served as additional 
bases from which delivered prices were figured. Their base-prices were 
usually two dollars a ton above the Pittsburgh level. 53 Two arbitrary 
features were maintained that could not have survived under competitive 
pricing. Firstly, higher marketing costs might possibly have justified 
the higher base-price set for Birmingham, but neither production nor 
marketing costs could be used to justify the Chicago differential above 
Pittsburgh. Secondly, certain areas such as Buffalo and Detroit paid 
prices for certain products that could not be supported on any ground. 64 

The breakdown of its leadership in 1938 under the strain of business 
depression forced the United States Steel Corporation to reduce prices 
at Pittsburgh and to remove the differential at Chicago and Birming- 
ham. Other companies then brought their price-cutting out into the 
open, and for many products established price bases at their own points 
of production. 

The Effect of Leadership on Earnings 

Despite their cooperation the steel companies have not reported ab- 
normally large earnings since the war. Between 1923 and 1929, when 
industry was undisturbed by major depressions and the automobile and 
construction industries were expanding greatly, the American Iron and 
Steel Institute reported annual earnings for the whole industry between 
5.0 per cent and 9.4 per cent. 66 And for the next nine years the average 
was under 2.5 per cent. General business conditions mainly account for 
the change after 1929, while several reasons explain the apparently mod- 
erate returns of the earlier period. First, the real earnings are probably 


62 Frank Albert Fetter, The Masquerade of Monopoly (New York, Harcourt, 
Brace and Co.. 1931), p. 159. 

58 From 1933 to 1935, under the National Recovery Administration code for the 
steel industry, about one-third of the leading steel products had only three basing- 
points; another third had from four to seven; and the remaining third had between 
eight and twenty-one. C/. T. N. E. C., Part 18, Table XX, p. 10,413. 

54 T. N: E. C., Part 18, p. 10,412; also Fetter, op. cit., p. 160. 

65 Net income before interest and dividends as a per cent of the capital stock, 
bonded debt, and surplus; c/. T. N. E. C., Part 18, Table XXVI, p. 10,423. 
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greater than they appear. 66 In its study of the profits of the steel in- 
dustry between 1915 and 1918, the Federal Trade Commission insisted 
that the investment figure for the industry was inflated and, as a result, 
earnings were made to appear smaller than they really were. And th$ 
Department of Justice in reporting to the Temporary National Economic 
Committee expressed the belief that the percentages reported for the 
twenties were no more reliable. It is certainly true that until 1938 the 
assets of the Steel Corporation were still inflated by at least two hun- 
dred and sixty million dollars. 57 

A second reason for moderate earnings lies in the fact that leadership 
has been responsible for some increases in the cost of producing steel. 
High prices have protected relatively inefficient plants and have allowed 
companies to sell outside their natural market areas. A great deal of 
cross-shipping has been common in the industry. A mill in Chicago 
would ship a large order into the East while plants located at Bethlehem 
would be shipping similar products into the Middle West. 58 In order to 
compete in distant markets each company must sell at delivered prices 
that do not include the full freight charge, and its costs are increased 
by this freight absorption. 59 In February, 1939, the United States 
Steel reported that it was adding an average of $1.99 to every ton sold 
to cover the freight absorptions on products it sold outside its natural 
market areas. 60 And it appears that the National Steel Company in 
figuring the cost of steel produced in Detroit for sale in Detroit adds 
an amount to cover freight absorbed in other markets. 61 

Costs have also been adversely affected by unused capacity which 
is either supported or caused by high prices. In carrying integration 
back to the mining stage several companies, particularly the United 
States Steel, have accumulated very large reserves. In a number of 
instances it appears that mining properties have been acquired merely 
to prevent them from falling into the hands of other companies. In 
such circumstances their carrying costs are not a reasonable charge 
against present steel production, but nevertheless must be included in 

66 After deducting good-will, appreciation, and other intangibles from total invest- 
ment, the Federal Trade Commission reported earnings before Federal taxes for 
the eleven large steel companies as ranging between 6.45 and 11.53 in the years 1923 
to 1929. Cf. T. N. E. C., Part 31, Investments, Profits, and Rates of Return for 
Selected Industries (1941), Part III. 

57 In 1938 the United States Steel Corporation reduced its intangibles from two 
hundred and sixty millions to one dollar. 

68 Cf . Fetter, op. cit., pp. 310-334. 

89 From the viewpoint of the one company this might appear to be a price reduc- 
tion, but from the point of view of the consumer who pays the full price whether 
he buys from a nearby or distant producer, it is certainly not price-cutting. 

60 T. N. E. C., Part 26, p. 13,839. 

61 Cf. testimony of Ernest T. Weir, Chairman of National Steel Corporation, 
T. N. E. C., Part 19, p. 10,656. 
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current costs of production. And at times high and stable prices have 
forced a restriction of sales that has pushed plant costs up as production 
has fallen far short of capacity. 62 The level of prices through the 
twenties was such as to keep ingot production at about 70 per cent of 
capacity. It is reasonable to assume that high prices have either at- 
tracted excessive capital into the industry or have prevented the full 
use of a merely adequate capacity. 68 


Discrimination as an Effect of Leadership 

Before the modification of Pittsburgh Plus in 1924 the injury to 
Southern and Western buyers was very obvious. And when high steel 
prices forced manufacturers of other products to locate plants disad- 
vantageously, or to hold their size below optimum, their costs would 
be increased by an amount greater than the added cost for steel. The 
Federal Trade Commission estimated that farm machinery prices were 
increased by an amount double the actual discrimination levied against 
Chicago manufacturers. 64 

The general geographical discrimination also led to personal dis- 
crimination of considerable importance. Western and Southern produc- 
ers of finished steel products who were subsidiaries of the big steel 
companies had a tremendous advantage over their local competitors. 
The American Bridge Company with plants in Chicago could, as a 
subsidiary of the United States Steel Corporation, underbid a compet- 
ing structural steel company, and still make large profits on its con- 
tracts. It would get its steel from another subsidiary located in Chi- 
cago, the Illinois Steel Company, and pay Chicago costs. An 
independent would pay the Pittsburgh price plus an artificial freight 
charge of $7.60 a ton. It is little wonder that independent finishing 
companies were small and of little importance in the South and Middle 
West. 65 

From 1924 to 1938 the differential maintained on most products at 
Chicago and Birmingham probably constituted discrimination. Cer- 
tainly production and marketing costs in the Middle West did not 
justify the higher prices. 66 In the South the prices on at least some 

62 T. N. E. C., Part 27, pp. 14, 588-14,590. 

68 For a fuller discussion of this topic see Chap. 27. 

64 Fedef*al Trade Commission, Annual Report , 1924, p. 39. 

65 Artifically high prices for ore worked a similar injury on small steel companies 
purchasing ore in the open market. 

66 For structural shapes, plates, and merchant bars, Pittsburgh mill costs in 1921 
were approximately $51 a gross ton, while Chicago costs for the three products were 
respectively $42.59, 47.56, 48.27 ; Birmingham costs were $55.55, 53.77, and 49.09. Cf, 
T. N. E. C., Part 27, pp. 14,544-14,545. 
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products were higher than costs warranted. It is probably true, how- 
ever, that markets were thin and selling expenses were high, particularly 
on certain items. When a number of new basing-points were established 
in 1938, the extent of past discrimination became apparent in the dif- 
ference in the amount of price reductions at various points. Hot rolled 
sheets were reduced about 10 per cent at Pittsburgh, 20 per cent at 
Sparrows Point near Baltimore, and 19 per cent at Buffalo. Pig iron 
dropped 12 per cent at Pittsburgh, 17 at Buffalo, and 21 at Birmingham. 
With only two or three exceptions, all the major products of the industry 
showed a similarly unequal readjustment. 

The Effect on Price Stability 

Steel prices for the past forty years have shown a far greater stability 
than would be normal for a competitive industry. Demand has fluc- 
tuated sharply, but in many periods prices have not reacted. Between 
1929 and 1932 the marked change in business conditions reduced the 
price index for semi-manufactured goods from 94 to 58, but a composite 
index of finished steel prices fell only twelve points. 67 In the years 
between the depression and the rearmament program unstable business 
conditions affected the price of semi-manufactured goods far more than 
steel prices. In general the industry has been both able and willing to 
control prices so that they have not moved upward as much as other 
comparable prices in good years and have not fallen as far in slack 
years. 

Stability has been much more apparent in the prices of some of the 
products of the industry than in others. Steel rails remained at twenty- 
eight dollars a ton from 1901 to 1916. Then after a few years of ir- 
regularity they settled down in 1922 to a price of forty-three dollars, 
which was maintained until October, 1932. When it is remembered that 
the railways were suffering not only from very severe depression con- 
ditions but from highway competition, the maintenance of this price 
seems remarkable. It was only after considerable pressure from the 
government in 1932 that rail prices dropped to $37.75 a ton. Iron ore 
prices have shown a similar stability. From 1925 to 1928 the Lake 
Erie base price was set at $4.25 per ton, and from then until 1936 at 
$4.50. In recent years it has been maintained at $4.95. 08 Freight rates 
from the head of Lake Superior have been even more stable. 69 Since 
ore costs contribute about ten dollars to the ton costs of finished products, 
their rigidity adds materially to the stability of finished prices. 

™ Ibid., Part 19, Exhibit No. 1383, p. 10,711. 

**Ibid., Part 18, Exhibit No. 1367, p. 10,439; p. 10,311. 

*»Ibid., Exhibit No. 1368, p. 10,440. 
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Aside from the dangerous impact of stable prices on the cyclical fluc- 
tuation of business , 70 price rigidity tends generally to throw the influence 
of changing demand conditions wholly on the volume of production. 
Even where demand is inelastic, competitive pricing allows both prices 
and output to absorb the shock of demand changes, so that the impact 
on either one is smaller than when one or the other is rigidly fixed. Co- 
operation on pricing, however, is more easily maintained when prices are 
stable, and the Steel Corporation has obviously discouraged both price 
increases when demand is strengthening and price decreases in periods 
of declining demand . 71 

It is not surprising that cooperation has grown up in the steel in- 
dustry. The smallness of the number of firms and the characteristics 
of the industry make some loss of individual independence inevitable. 
It is particularly unfortunate that in organizing a definitely planned 
cooperation the industry has introduced discrimination and stability 
into its pricing structure. The level of prices seems to be high enough 
to support the less efficient firms and to yield a measure of abnormal 
returns to the better companies, but the major complaint must be 
directed against discrimination and an unnatural stability in prices. 

™C/. Chap. 27. 

71 Cjf. Bums*, of. cit., pp. 211-216. 



23 

The Meat Industry 


Industries near to the consumer have not escaped their share of con- 
centration and its effects. Large firms or associations of sellers play 
an important part in the processing or distribution of poultry, cheese 
products, canned salmon, flour, and milk. Other staples such as canned 
fruits, sugar, baking products, and vegetables are sold under similar 
conditions. 1 In the sale of butter, cheese, condensed milk, flour, and 
canned fruits, the sales of the three largest processors represent between 
20 and 60 per cent of the total market. 2 Canned salmon is packed by 
relatively small companies, but it is marketed through a few brokers, 
and its prices are considerably affected by the Alaska Packers Associa- 
tion. 3 In the packing of fruits and vegetables the present importance 
of large distributors such as Libby, McNeill and Libby is relatively 
new, and the future seems to promise an ever larger place for the big 
Company. 

Both national and local markets for these and other food products 
have seen a small number of sellers introduce cooperation that has 
restrained competition. The presence of large firms seems to have al- 
lowed the flour millers to restrict production and exchange price in- 
formation. 4 In June, 1941, two Federal grand juries returned indict- 
ments charging price-fixing and monopoly in the canning of fruits, 
vegetables, and sardines, and in the processing and marketing of dried 
fruits, rice, and dried milk. A typical indictment was one charging the 
Dried Fruit Association of California, eighteen packing companies be- 
longing to the association, and thirty-one officers and directors with a 


1 Memorandum for the Assistant Attorney-General, Anti-trust Division, June 13, 
1940; quoted in Thurman W. Arnold, The Bottlenecks of Business (New York, 
Reynal and Hitchcock, 1940), pp. 225-239. 

2 T. N. E. C., Monograph No. 35, Large-Scale Organization in the Food Industries 
(1940), p. 90. 

8 Report of the Federal Trade Commission on Canned Foods (1918), pp. 12, 66. 

* Preliminary Report of the Federal Trade Commission, Competitive Conditions 
in Flour Milling (1926), Chap. 3. 
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conspiracy to cut prices paid to farmers for fruit and' to raise prices 
to the consumer. 5 As large firms are coming to take a place of ever- 
increasing importance in food lines, competition unquestionably is being 
adversely affected. Cooperation among a few firms has not yet appeared 
in some industries, although conditions are present to make it possible. 
And in other fields agreements on price and output policies have been 
limited and temporary. It is possible, however, that the future of 
competitive individualism in these industries can be seen in the history 
of the meat-packing industry. Here a few large firms have towered 
over the rest of the field for almost fifty years, and the habit of co- 
operation seems to be firmly fixed. 

ORGANIZATION OF THE MEAT-PACKING INDUSTRY 

Until late in the nineteenth century the slaughter of cattle, sheep, and 
hogs and the marketing of dressed meats were done by many small 
operators scattered through the many market areas. Gustavus Swift, 
P. D. Armour, and Nelson Morris, founders of three of the four giant 
packing companies of the present, started before the Civil War as very 
small pork-packers and cattle dealers. Their businesses prospered and 
they went on to the slaughter of beef cattle in time to benefit from the 
technical revolution fostered by artificial refrigeration. During the 
seventies, various experiments had been made with carrying ice and 
dressed meats in railway box-cars, and by 1880 the modern refrigerator- 
car was ready for development. With its appearance the costly move- 
ment of cattle from the prairies to the big eastern markets was no longer 
necessary. Where formerly a thousand-pound steer would be shipped 
to the East to yield about six hundred pounds of meat, now only the 
valuable meat products needed to be moved. Geographical concentra- 
tion of the industry was inevitable, and it settled in the Middle West 
at such centres as St. Louis and Chicago, where transport facilities 
offered an easy assembly of animals and easy distribution of meat 
products. And the concentration of a large volume of business in a few 
producing centres brought about the growth of large-scale plants us- 
ing machinery, with an advanced division of labor, and made possible 
the utilization of valuable by-products. 

In the midst of the shifting opportunities offered by these changes, 
a few companies established a clear leadership over their rivals. Be- 
tween 1897 and 1907 the five largest companies almost trebled their 
facilities. 6 In 1919, when the total value of meat and meat products 

8 Reported in The New York Times, June 4, 1941. 

•Swift and Company; Armour and Company; Morris and Company; Cudahy 
Packing Company; and Wilson and Company. 
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reached an all-time high of four billion dollars, they were slaughtering 
about 70 per cent of the total animals handled by the industry. 7 They 
were also important factors in the markets for fertilizers, hides, cot- 
tonseed oil, butter, eggs, and cheese. In addition, they used their wide- 
spread marketing organization to gain a place of outstanding importance 
in the sale of canned fruits, vegetables, and staple groceries. In 1917, 
Armour and Company, for example, undertook the marketing of rice, 
and quickly assumed the leading place. The Federal Trade Commission 
unkindly suggested that this development might not be unrelated to 
the 65 per cent increase in the wholesale price of rice that occurred at 
the same time. 8 

In 1923 Armour and Company increased its size materially by ac- 
quiring the properties of Morris and Company, one of the Big Five. 
The large companies, however, were temporarily endangered by the 
effects of another technical revolution. The rapid growth of motor 
trucking tended to decentralize the industry and increase the importance 
of local slaughtering. Small plants located in the hog and cattle-raising 
areas found a cheap means of transportation for their individually small 
outputs and avoided both the more costly shipment of livestock and the 
yardage and marketing costs of Chicago and other livestock centers. 
The following table suggests the influence of this development on the 
big packers. 


TABLE 17 

Proportion op Meat Animals Slaughtered by the Five Leading Packers, 

1908-1935 9 


Year 

Cattle 

Calves 

Sheep 
and Lambs 
(includ- 
ing goats) 

Hogs 

All 

Animals 

1908 

74.9% 

63.0% 

71.6% * 

53.2% 

59.7% 

1916 

82.2 

76.6 

86.4 

61.2 

70.5 

1919 

78.5 

77.3 

86.8 

61.8 

69.3 

1924 

73.2 

72.9 

83.2 

52.7 

60.6 

1929 

69.5 

70.9 

85.8 

47.9 

58.7 

1985 

67.1 

71.0 

85.3 

51.9 

66.2 


7 Report of the Federal Trade Commission on the Meat-Packing Industry (1919). 
Part I, p. 33; cited hereafter as F. T. C., Meat-Packing Report. 

8 Ibid., Part I, p. 36. 

8 T. N. E. C., Monograph No. 35, Table 5, p. 16. 
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By 1929, after steadily losing .ground, the Big Five had dropped to 
the point where they were handling only 58 per cent of the total slaughter. 
Finding themselves unable to stop the decentralization, the large compa- 
nies went along with it to regain much of the position they had lost. By 
1935 they had bought or built plants in the stock-raising regions, so as 
to lift their percentage to over 66. 

The relatively important places held by Swift and Armour since the 
latter acquired Morris and Company show a marked disparity of size 
among the Big Four. The sales of these companies appearing in the 
following table show Swift and Armour to be of comparable size, while 
the Wilson and the Cudahy Packing Companies are markedly smaller. 

TABLE 18 10 
Sales op Meat-Packers 


Year 

Total Value 
of Meat and 
Meat Products® 

Sales of a 

Swift and Co. 

Wilson and Co. 

Cudahy 

Packing 

Company 

Armour 
and Co. j 

t 

1919 

1925 

1929 

1933 

1937 

$4,246,291 » 
3,050,286 
3,434,654 
1,490,085 
2,787,358 

$1,200,000 

875.000 
1,000,000 

500.000 
885,837 

310,000 

141,093 

282,746 

305,997 

224,491 

267,960 

124,278 

222,222 

900,000 { 
900,000 

900.000 

452.000 
788,280 


*000 omitted. 

b Sales of the meat-packers include other products than meat, and are not strictly 
comparable with figures for the total value of meat and meat products. 


It appears that technical changes and depression have not seriously 
affected the position of the large concerns. It is also apparent that a 
disproportionate concentration of business among these firms has be- 
come well-fixed. With the sales of Swift and Armour exceeding a 
billion and a half dollars in 1937, we may have reason to consider the 
industry today in terms of the Big Two. 


THE CHARACTER OF COMPETITION 

Before 1880 firms were small, entry into the industry was easy, and 
competition could work satisfactorily. In small local markets some 
monopoly unquestionably existed, but its powers were definitely limited, 
and the larger consuming areas had the protection of a number of 


Ibid., Table 0, p. 17. 
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competing sellers. The last sixty years, however, have seen competi- 
tion seriously altered by the presence of the large producer. The al- 
teration has appeared in two forms: firstly, an exchange of cooperation 
for independence in the relations of the large companies; and secondly, 
the use of unfair competition against small rivals. 

Cooperation of the Large Packers 

From the very beginning of the modern meat-packing industry the 
various large companies showed no intention of maintaining a com- 
petitive independence. With one minor break, pooling agreements ex- 
isted between 1885 and 1902. After agreeing for a few years on the 
quantities of meat to be shipped into certain markets, the large com- 
panies divided the country into territories, and in weekly meetings fixed 
quotas for each company. 11 Fines of forty cents per hundred pounds, 
collected from those who exceeded their allotted sales, were turned over 
to those who had not sold their quota. A uniform method of figuring 
costs led to price uniformity and eliminated any danger of price competi- 
tion. These convenient arrangements lasted until attacks in newspapers 
and in Congressional speeches forced a slow-moving Department of 
Justice to take action. The Department was able to obtain an injunc- 
tion restraining the large packers from continuing their illegal agree- 
ments, but failed in its criminal prosecution of those individuals re- 
sponsible for the pooling arrangements. 12 

The injunction merely had the effect of driving the large companies 
into a more thorough-going cooperation. Armour and Company bought 
the property of one of the large members of the old pool and, in less 
than a fortnight after the injunction was issued, joined with Swift and 
Morris to merge all their properties. The three companies borrowed 
eight million dollars to acquire other plants, and induced the Cudahy 
interests to join the move. They abandoned the project only when they 
were unable to borrow sixty million dollars. A less ambitious scheme 
was then undertaken. All the properties that had been acquired were 
thrown together into the hands of a newly-formed holding corporation, 
the National Packing Company. Its stock was held in the names of a 
number of individuals, although the money used to acquire the properties 
had come from the Swift, Armour, and Morris companies. And strangely 
enough, the men who were now meeting weekly as directors were the 
same who had met before in weekly meetings to implement the old 
pooling arrangement. 


11 F. T. C., Meat-Packing Report , Part II, pp. 12-19. 
w C/. United States v. Swift and Co., 196 U. S. 375 (1902). 
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Since two of the five large companies were not joint owners of the 
National Packing Company, some device had to be found, and inevitably 
was found, to bring all five into an arrangement so as to annul completely 
the ‘injunction of the court. A new means with the old result was found 
in the so-called livestock pool. By agreement each of the companies 
purchased a set percentage of the stock bought at the principal markets 
and at country points. 13 Local buyers took detailed orders from the 
head buyers in Chicago, and were frequently prevented from buying to 
meet the needs of local plants when their purchases would upset the 
allocation arranged by their head offices. It was perfectly apparent that 
nothing was allowed to interfere with that agreement. And in the large 
central markets the buyers of the Big Five would buy at the same hours 
and offer identical prices. Each company kept a complete record of 
the amounts bought by the others, and daily compilations showed ex- 
actly how the sharing scheme was working. 14 

In 1911 the National Packing Company did not survive attacks of 
the Department of Justice, but this merely allowed the packers to prove 
that their cooperation did not depend on any particular organization. 15 
Until at least 1920 they continued to divide the livestock market and, 
according to the Federal Trade Commission, exchanged cost and price 
information so as to avoid any price competition. And although there 
is now no evidence of regular meetings between representatives of the 
big companies, it seems that the habit of cooperation continues. From 
1919 to 1937 the evidence shows the Swift, Armour, Morris and Cudahy 
companies keeping their sales in a remarkably steady relation. There 
may be no written agreements, but at least a habitual division of livestock 
purchases exists and leads to a stable division of the market for meat 
products. From year to year tremendous changes occur in the total 
sale of meat, but each company holds its relative place. 16 The division 


13 Since between 75 and 85 per cent of cattle and calves are bought in a few public 
stockyards, the division of purchases was easy to arrange. In the case of hogs over 
50 per cent of buying was done at country points; cj. T. N. E. C., Monograph No. 
35, p. 19. 

14 F. T. C., Meat-Packing Report, Part II, pp. 46-99. 

15 In 1910 the Department of Justice started a civil suit for violation of the 
Sherman Act looking toward dissolution of the National Packing Company. This 
suit was dropped in favor of a criminal action against Louis F. Swift and ten other 
packers. In spite of weighty evidence against them, the packers won a favorable 
decision from the jury and then, in order to avoid resumption of the civil suit, divided 
the properties of the National Packing Company among Swift, Armour, and Morris; 
cf . U. S. v. National Packing Company et al. y Circuit Court, Northern District of 
Illinois, December 27, 1910; and U. S. v, Louis F. Swift et al, No. 4509, District 
Court, Northern District of Illinois, March 26, 1912. 

16 In 1927, when the total sales of Swift, Wilson, Cudahy, and Armour were $2,- 
343,325,000, Swift sold 39.4% of the total and Armour 38.4%. In 1933, when the 
total had dropped to $1,217,371,000, Swift sold 41% and Armour 37%. The Wilson 
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of the market seems very slightly less stable than in the period of 
proved cooperation. 17 

In the past the packers argued that the maintenance of a fixed place 
by each company merely showed the existence of a very active competi- 
tion and not cooperation. The rivalry was so severe that no one com- 
pany could make any effort to increase its business without being matched 
by the others. 18 Unfortunately for the Big Five, this explanation failed 
to be completely convincing after the Federal Trade Commission un- 
earthed certain correspondence between their officers. Letters discussed 
in detail both the operation of the market-sharing scheme and the 
adjustment of prices to the satisfaction of all concerned except the 
consumer. One rather revealing letter was written in 1916 by Phillip 
D. Armour to J. Ogden Armour about the Denver market. It read in 
part as follows: ‘‘Swift’s plant, from what I hear and from the little 
I saw of it, is far ahead of ours both as to size and condition. Of course, 
as you know, everything here is done on a 50-50 basis, and with the 
facilities we have it is almost impossible to keep this ratio.” 19 

It is possible that not mere habit but a planned cooperation may be 
the explanation of the present stability. On July 3, 1941, a Federal 
grand jury returned an indictment charging three meat-packing com- 
panies, seven officials, and two trade associations with a conspiracy to 
fix prices for hogs slaughtered in Chicago. 20 It was claimed that for 
the past three years the Wilson, Armour, and Swift companies had 
agreed on the prices they would offer for hogs and the hours at which 
their buyers would appear in the market. Two weeks earlier the same 
three companies had been named in an indictment charging a similar 
agreement in the purchase of sheep. If this measure of cooperation 
exists it is reasonable to assume that something other than a bitter 
and unyielding competition explains the present stability. 

/ 

Relations With Independents 

In recent years independent packers have managed to sell in the 
neighborhood of 30 per cent of the meat processed by all packing 
companies. They have had their good and bad periods, but, being lo- 
cated in both the urban areas and the cattle-raising regions, have gen- 


and Cudahy companies divide the remainder, with the sales of the former habitually 
14 or 15% above those of the latter. Cf . T. N. E. C., Monograph No. 35, Table 6, 
p. 7. 

17 F. T. C., Meat-Packing Report, Part II, pp. 56-57. 

18 Cf. Burns, op. cit., pp. 159-163. 

19 F. T. C., Meat-Packing Report, Part I, p. 53. 

20 The New York Times , July 4, 1941. 
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erally been an important factor in the market. They have by no means 
been ignored by their giant competitors. When technical changes were 
just beginning to push a few companies to the forefront, they were 
hurt by exorbitant freight rates on cattle and the payment of rebates 
to their larger competitors by the Pennsylvania, New York Central, and 
Erie Railroads. 21 Railroad regulation put an end to this injury, but 
various forms of unfair competition continued to harass them. 

In localities where they were making a nuisance of themselves by 
selling at competitive prices, they found the large packers cutting prices 
as low as necessary to bring them into line. Then prices would be 
raised. 22 Meat distributors who thought they could buy dressed meat 
from any packer they favored found they were mistaken. In an in- 
stance which was by no means an isolated one, Frank Aicher, a packer 
and distributor in Denver, was warned by an agent of Armour and 
Company to stop buying dressed meat from an independent. He chose 
not to obey, but soon found he could not stand the drastic price-cutting 
invoked by Armour. When called on again by an Armour representa- 
tive, he decided to buy meat from Armour. The price-cuts were immedi- 
ately removed, and an independent packer had lost another customer. 23 
Independent rendering companies buying bones and waste meat products 
to produce edible and non-edible fats found themselves faced with an 
exactly opposite sort of cut-throat price competition. In New York, 
Chicago, Philadelphia, and other centres, the rendering business was 
dominated by subsidiaries of the large packers, and prices of the raw 
material were raised to destructive levels until smaller companies were 
eliminated. 24 

In markets where antipathy to the “meat trust” was strong, the large 
packers exposed independents to the competition of companies which 
they had secretly acquired, or which they controlled through stock 
ostensibly owned by some employee or attorney. 25 Former owners and 
former names were retained as a false front. In one case, Armour and 
Company bought a concern in Dallas, paid its former owner $25,000 a 
year to do nothing except act as its nominal head, and operated the 
company as an independent for nine years before even the other large 
companies knew of the change of control. 26 Dummy independents also 
gave the large companies the ability to use them for price-cutting forays 
in a market without involving their whole volume of business. 

21 Report of the Federal Trade Commission on Agricultural Income Inquiry (1938), 
Part I, p. 197 (cited hereafter as F. T. C., Agricultural Income Inquiry ). 

22 p. T. C., Meat-Packing Report, Part I, pp. 484-488. 

28 F. T. C., Meat-Packing Report, Part III, pp. 136-137. 

24 Ibid., pp. 150-177. 

28 Ibid., pp. 264 ff. 

26 Ibid., pp. 140-141. 
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The threat of independents to introduce competition into meat-pack- 
ing frequently forced the big companies to acquire the plants of trouble- 
makers. The purchase was often made easier by a preliminary siege 
of price-cutting. And in other cases, small companies depending on the 
leaders for cold-storage facilities and refrigerator-cars found their de- 
pendence too great to permit them to survive. 27 At times small packers 
found, to their sorrow, that they had been depending for credit on banks 
controlled by their large rivals. 

In addition to packing plants, Swift, Armour, and the others acquired 
a hold over strategic sections of the industry through purchase of organ- 
izations such as supply houses selling meats to hotels. Or they bought 
tanneries to which small packers could be forced to sell hides at ruin- 
ously low prices. 28 In the twenties the threatened uprising of small 
competitors in the cattle regions was checked by these moves. 29 

The financial power which made possible these acquisitions came as 
much from the influence of the large packers in a number of banks as 
from their own financial resources. The Federal Trade Commission 
found that members of the Morris, Wilson, Swift, and Armour families 
or employees of their companies were on the boards of sixty-one banks 
located in the livestock centres. 80 

Ownership of the stockyards handling almost all interstate commerce 
in stock yielded the large companies attractive profits and a considerable 
business advantage over smaller rivals. Most of these yards were orig- 
inally developed by the railroads and acquired from time to time by the 
packing interests. By 1917 very few yards in any important centre 
were uncontrolled. 31 The resultant power of the Big Five to exclude 
banks and cattle loan companies from convenient locations near the 
yards increased their power over these financial agencies and made the 
lot of the small shipper and purchaser more unhappy. In addition, con- 
trol of terminal railroad facilities, yardage services and charges, and 
other marketing factors, gave the large companies marked advantages. 
Even marketing information was controlled. When the shipper and the 
small packer turned to market papers for information they frequently 
took it from sources controlled by the Big Five. One supposedly inde- 
pendent paper, The National Market Provisioner, had an editor who 
received five thousand dollars a year subscribed jointly by Armour, 
Swift, and Morris. 82 It is only a fair presumption that services were 
rendered for the five thousand dollars. 

27 F. T. C., Meat-Packing Report, Part I, p. 201. 

28 F. T. C., Meat-Packing Report, Part I, p. 488. 

29 T. N. E. C., Monograph No. 35, p. 17. 

80 F. T. C., Meat-Packing Report , Part I, p. 43. 

*'lbid., Part III, pp. 24-25. 

82 Ibid,, Part I, pp. 39-40. 
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In seeking transportation facilities for his dressed meat the small inde- 
pendent found an equally bad situation. In 1917 the Big Five owned 
over 90 per cent of the refrigerator-cars available for interstate packers. 38 
When a small shipper did own a few cars he found he had to depend on 
his large competitors for icing service en route and his cars moved to 
their destination mueh more slowly than those of large shippers. In 
addition, his cars might take months to return to him. When he had 
to depend on the cars of his large rivals he was in even worse straits. 
In part, of course, he was merely injured by his smallness and his lack 
of essential equipment, but, in part, he suffered discriminatory treatment 
at the hands of competitors who used their power to restrain trouble- 
some competition. 84 

The Regulation of Competitive Conditions 

Immediately after the First World War, relations between the large 
and small companies were considerably altered by government action. 
In 1919, the Department of Justice was preparing to prosecute the meat- 
packing combination, but on request of the large packers agreed to a 
compromise. By pre-arrangement a suit started in the Supreme Court 
of the District of Columbia was not contested, and the Big Five con- 
sented to accept the terms prescribed in a court decree. Among other 
things they agreed to dispose of their interest in public stockyards, 
stockyard railways and terminals, market newspapers, and public cold- 
storage warehouses. 35 The decree did not improve the situation in re- 
spect to the refrigerator-car service, but in time did give the mass of 
small packers a greater equality of opportunity. By 1924 Cudahy and 
Morris were fairly well out of stockyard ownership, but Swift and 
Armour had not as yet made any effective moves. 36 The next ten years, 
however, saw general compliance with the court order. 37 

Equality of treatment for all packers was further advanced by the 
Packers and Stockyards Act of 1921. Congress gave the Secretary of 
Agriculture two important powers. The first allowed the Secretary, 
after a complaint and hearing, to order packers to cease any form of 
discrimination practiced against persons or localities and to desist from 
attempts to restrain trade or achieve monopoly. Orders of the Secretary 


SB Ibid., Part I, p. 34. 

84 lbid. s Part IV. pp. 7(5-84. 

85 U. S. v . Swift and Co. et al., Consent Decree in the Supreme Court of the Dis- 
trict of Columbia, February 27, 1920. 

86 Federal Trade Commission, Packer Consent Decree (1925), pp. 1-17. 

87 Subject to terms and conditions fixed by the Court, Swift continued to hold 
control of yards at Milwaukee, San Francisco, Newark, and Brighton. 
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were made binding after thirty days unless appeal was brought to the 
Circuit Courts of Appeal. If they were then modified or confirmed, the 
order served as an injunction restraining the packer from the prohibited 
action. 38 

The second power transformed all stockyards using over 20,000 square 
feet of land into public utilities. All agents or dealers in such yards are 
required to register with the Secretary of Agriculture. Charges levied 
by the stockyards for their services, and charges of agents buying or 
selling animals on commission, must be reasonable and non-discrimina- 
tory, and all schedules of rates must be open to the public and must be 
filed with the Department of Agriculture. The Secretary has power, 
after a hearing, to fix the maximum, minimum, or exact charges, and to 
order changes in service to prevent discrimination. 39 

THE COMPETITIVE ADVANTAGE OF SIZE 

While public controls have improved the competitive market, the 
large packers continue to enjoy economic advantages which have been a 
considerable source of power to them in the past. In varying measure 
large-scale operations bring advantages in the processing of by-products 
and in marketing. Non-edible portions amount to 45, 25, and 50 per 
cent respectively of the live weight of cattle, hogs, and sheep. And all 
these parts can be made to yield a commercial by-product. 40 But expen- 
sive equipment and laboratories must be operated to effect a complete 
utilization, and are feasible only if the packer is handling a large volume 
of materials. Almost all save the very small packers produce some by- 
products or sell materials to processors. Many small companies possess 
fertilizer equipment which allows them to utilize blood, skulls and jaw- 
bones, genital organs, and other non-edible materials. A number also 
have rendering plants using offal to produce fats and other materials they 
can sell to processing companies. Horns can be sold to fertilizer manu- 
facturers, skulls, cartilage, unborn calves, and so on to glue companies. 
But complete use of all the varied materials escapes the small packer. 
His large competitor uses glands, membranes, bones, intestines, hoofs 
and horns, hair and bristles, and other materials to produce medicinal 
preparations, knife and tooth-brush handles, fats, oils, glue stock, combs, 

38 U. S. Code, Title 7, Sections 191-195. 

88 U. S. Code, Title 7, Section 211; penalties of $500 for each offense in disobedi- 
ence of the Secretary’s order are provided, and each day of continued violation 
constitutes a separate offense. The Attorney-General or any injured party may ap- 
ply to district courts for enforcement of the Secretary’s orders. 

40 C. V. Whalen, By-Products of the Slaughtering and Meat-Packing Industry, 
F. T. C., Meat-Packing Report, Part I, Exhibit XVII. 
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mattresses, horse-collars, tallows, greases, fertilizers, and many other 
products. 41 

Their large volume of business also allows the leading companies, par- 
ticularly Swift and Armour, to operate a marketing system beyond the 
reach of small competitors. In order to cover the widely-scattered mar- 
kets for meat and to supply needed refrigeration, the Big Five added the 
operation of numerous cold-storage warehouses to their car service. 
From district warehouses salesmen cover the surrounding areas, and 
deliveries are made directly to retail stores. By 1916 both Armour and 
Swift were reaching approximately twenty-five thousand towns and cities 
through railway peddler cars and local deliveries from branch houses. 
All told, the Big Five were running eleven hundred out of the twelve 
hundred and fifty branch houses operated by the whole industry. 42 Ex- 
cept for some cured and processed pork products, their marketing 
organization largely displaced the ordinary wholesaler in the indus- 
try. 48 

In order to expand this organization and to spread its overhead costs, 
the large companies became important factors in the sale of many food 
products. 44 By 1916, Swift had become the leading distributor of butter, 
and the Big Five handled about half the interstate sale of poultry, eggs, 
and cheese, a somewhat smaller part of the sales of canned milk and 
vegetable oil products, and approximately a quarter of the canned fruit 
and vegetable sales. In one year Armour and Company sold sixteen 
million pounds of rice and marketed important amounts of breakfast- 
foods and animal feeds. These and other excursions raised the spectre 
of a food monopoly, and the 1920 Consent Decree seriously checked the 
packers’ expansion. They were ordered to discontinue the use of their 
facilities for the marketing of a number of commodities unrelated to 
meat packing and were forbidden to own, individually or collectively, as 
much as 50 per cent of the voting stock of any corporation or association 
engaged in marketing these lines. Various attempts were made 'to modify 
the decree, on the score that conditions had changed sufficiently in the 
distribution of foods to make the danger of monopoly negligible. 46 The 
Supreme Court remained unpersuaded. While they have thus been un- 
able to realize all the possible advantages of their marketing organiza- 
tion, the large companies still retain some of their old superiority. 


41 F. T. C., Meat-Packing Report , Part I, pp. 369-389. 

42 Ibid., pp. 143 ff. f 

48 F. T. C., Agricultural Income Inquiry , Part I, pp. 194-196. 

44 The packers may also have seen the chance of monopoly profits in some other 
food* lines, and may have desired to control the prices of some products which 
were competitive to meat. 

48 C/. Swift and Co. v . U. S., 276 U. S. 311 (1927); U. S. v. California Canneries 
979 U. S. 663 (1928) ; U. S. v. Swift et al, 286 U. S. 106 (1931). 
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THE EFFECTS OF COOPERATION 

One of the most impressive effects of developments in the meat- 
packing field is the spreading to other fields of conditions that make 
difficulties for competitive individualism. From about 1900 to 1920 the 
importance of a few packing companies in by-product lines and in food 
distribution brought a considerable concentration of business in these 
fields. In leather production the four companies, along with two large 
leather companies, made up half the industry. 46 And shortly after 1900 
Swift and Armour became very important factors in the tanning of 
leather. Almost inevitably the big slaughtering companies reached a 
similar position in the manufacture of fertilizers. Again, Armour and 
Swift stood well ahead of the Morris, Wilson, and Cudahy companies, 
but two non-packing companies towered over Armour and Swift. In 
the production of the important mixed fertilizer containing nitrogen, 
phosphorus and potash, five companies probably made up over 60 per 
cent of the industry. A few packers and cottonseed oil companies cre- 
ated about the same condition for the manufacture of cottonseed oil, 
lard compound and lard substitute. Eleven companies produced almost 
as much crude cottonseed oil as all others, and thirteen left only 10 per 
cent of the output of refined oil to smaller companies. 

In general, this concentration has continued up to the present time. 
While the 1920 Consent Decree freed stockyards and marketing agencies 
from packer control, it also required the large packing companies to give 
up the marketing of some foods unrelated to the processing of meat. 
But it is probable that before their enforced withdrawal the slaughtering 
companies contributed to the appearance of concentration in the market- 
ing of many of these food products. In their growth before 1920 they 
eliminated many small wholesalers and distributors and then left large 
organizations behind when they were forced to abandon their ownership 
of them. Libby, McNeill and Libby, for example, as a subsidiary of 
Swift was the largest distributor of condensed and evaporated milk and 
now, under at least nominal independence, ranks as the largest company 
in the canning field. 47 

Prices, Costs, and Profits 

To be really effective any control over the price level for dressed meats 
must be able to restrict the use of substitutes so as to make the demand 
for meat at least moderately inelastic and must, of course, be able to 

48 F. T. C., Meat-Packing Report , Part I, p. 201. 

47 T. N. E. C., Monograph No. 36, pp. 61-63. 
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regulate the supply of meat. In 1918, the Federal Trade Commission 
found considerable evidence to support its contention that the packers 
used both means to enhance meat prices. The Big Five appeared to use 
their position in the sale of eggs, poultry, cheese, and fish to keep their 
prices in a satisfactory adjustment with meat prices. 48 In the action 
leading up to the 1920 Consent Decree the Department of Justice 
charged that as soon as the packers had eliminated competition in meat 
products they set out to end the competition of substitute foods. They 
undertook to control the supply of fish, vegetables, fresh or canned fruits, 
cereals, milk, poultry, butter, eggs, cheese and other substitutes for meat. 
On the other side of the picture, their controlling position and their co- 
operation in buying stock allowed them a considerable power to fix stock 
prices and hence control the supply brought onto the market. Lowered 
prices for livestock meant not only’ lower packing costs but smaller sup- 
plies of dressed meat which could be sold at higher prices. The recent 
indictments of Swift, Wilson, and Armour, charging price agreements in 
the purchase of sheep and hogs, suggest that circumstances have not 
changed much since 1920. 

In spite of their obvious cooperation the large companies do not ap- 
pear generally to have earned large profits. In the three years from 
1912 to 1914 Armour, Swift, Morris, and Cudahy made in the neighbor- 
hood of 7 per cent on their net worth. The appearance of a large war 
demand from Europe improved earnings quite markedly. Until the 
United States entered the First World War, Swift made profits of 21 per 
cent and the other three approximately 14. 49 But during these same 
years sixty-five independents reported earnings that were 25 per cent 
larger. It is not possible to isolate with any certainty the factors that 
made these large profits for all. Unquestionably the war was bringing 
excess profits to many industries, as supply could not be expanded to 
match the jump in demand. It is impossible to tell to what extent an 
earlier restriction of stock production was responsible for the inflexibility 
of war-time supplies, and to what extent restrictive policies were delib- 
erately followed during the period of war needs. It is quite probable 
that both influences were of importance. 

The relative earning position of the Big Five and the independent 
companies appears in the table given on the following page. From this 
it is apparent that the whole industry suffered in the immediate post- 


48 F. T. C. f Meat-Packing Report , Part I, pp. 154-156. 

49 Federal Trade Commission, Maximum Profit Limitation on Meat-Packing In- 
dustry (Washington, D. C., 1919), p. 27. 
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TABLE 19 

Meat Packing Profits, 1918-1922 50 


Year 

Return on Investment Excluding Appreciation 

The Big Five 

Independent Companies a 

1918 

12.8% 

10.7 

1919 

6.1- 

5.3 

1920 

.3 

2.1 

1921 

(loss) 10.3 

1.3 

1922 

3.0 b 

5.9 


a Forty-three companies all engaged in L. S. inspected slaughter. 
b Includes surplus adjustment and appreciation. 


war readjustments, but the large companies showed far less ability to 
adjust to depression conditions than did independents. 51 During the 
twenties, when the large companies were reporting modest earnings be- 
low 3 per cent, their smaller rivals were making in the neighborhood of 
9 per cent. 52 After very small returns in 1931 and 1932, the large pack- 
ers have enjoyed better returns. According to the Federal Trade Com- 
mission, their earnings on an adjusted investment value have been aver- 
aging over 7 per cent. 53 

There are three possible explanations of the moderate earnings of 
these powerful companies, and the truth is probably to be found in some 
compound of the three. Firstly, the large producers have at times used 
the profits of meat-packing to support less lucrative lines, and have sold 
by-products to subsidiaries at artificially low prices. 54 Profits have thus 
been put in the hands of these subsidiaries so as to hide the restriction 
of. meat supplies and the elevation of dressed meat prices. Secondly, 
the returns reported by the large companies have been distorted. They 
appear smaller than they frequently are. The Federal Trade Commis- 
sion has insisted that the packers’ accounts hide numerous secret re- 
serves, show artificial inter-company charges, and allow capital expenses 
to be charged against current operations. 55 Thirdly, in spite of their 


50 Packer Consent Decree, 68th Congress, 2nd Session, Senate Document No. 219, 

p. 21. 

51 See also Swift and Co. et al. v. U. S., 286 U. S. 106 (1931). 

*2 Swift and Co. et al, 276 U. S. 311 (1928). 

F. T. C., Agricultural Income Inquiry, p. 871. 

54 F. T. C., Meat-Packing Report, Part I, p. 92. 

**Ibid. f p. 73. 
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efficient marketing systems the biggest companies cannot produce as 
cheaply as the independents. Their own admissions and the methods 
they have used against other companies would support this belief. 56 
As a result they have been willing to use their great financial power 
merely to protect their position. Independents are left a comfortable 
place as long as they do not. disturb the industry. And they, in their 
turn, having reason to fear cut-throat competition and enjoying attrac- 
tive prices, are generally willing to follow along. 

It is possible and even probable that the costs of the majority of both 
large and small firms have been adversely affected by the general de- 
cline of price competition. The pressure to improve production methods 
and the elimination of inefficient companies is at least retarded when 
prices are designed to maintain existing conditions. Cost-reducing im- 
provements might still reward the innovator with increased profits, but 
the attraction of profits probably supplies a weaker incentive than the 
fear of competition. In addition, when everyone is being taken care of 
by the cooperation, change is something to be feared. The efficiency of 
plant operations was obviously harmed by the market-sharing arrange- 
ments. The purchase of stock was not set by the needs of the various 
packing plants, but by the arbitrary purchasing arrangement. It was 
obvious from the correspondence of Phillip Armour that the Armoui 
plant in Denver was forced to operate beyond its optimum scale. All 
the evidence suggests that the division of purchases was set without re- 
gard to its effect on individual plant operations, so probably many plants 
operated at an uneconomical scale. Furthermore, a price level suf- 
ficiently high to satisfy the less efficient companies encourages the entry 
of additional firms. After 1921, when the large packers had lost their 
control of stockyard and refrigeration facilities, the number of small 
independents almost doubled. As the cooperating group lost ground it 
almost certainly suffered increased plant costs, as it handled a decreasing 
percentage of a total volume of business that was itself declining. 

It appears that Swift or Armour might very well have taken over the 
role of price leader in the meat industry if certain conditions had not 
favored the market-sharing device. The results would not have been 
essentially different. A demand that is more elastic than the demand for 
steel, and the existence of thousands of small markets, would make the 
job of a price leader rather difficult. It would not be easy to publish 
prices for all markets and to maintain them for a period of time. As a 
result a leader would have difficulty in keeping his followers in line- 
Market-sharing, however, found a convenient industrial structure. 


56 Swift and Co. H ol, v, U. S., 276 U. S. 311 (1028). fayA for Swift and Co. et al., 
pp. 9, 56. 



THE MEAT INDUSTRY 


509 


Meat supplies went through the stockyard channel, which could be easily 
controlled by the cooperation of the large firms. And as long as there 
is agreement in the buying policies, each of the large companies is pro- 
tected in the sale of meat from any possible competitive encroachment 
on the part of the others. 



24 

The Glass Container Industry 




Although it is one of the oldest industries in America, glass manufac- 
ture has been one of the last of the larger fields to be mechanized. For 
over a century it continued to use raw materials and hand methods of 
manufacture substantially unchanged from the early Christian era . 1 
Its basic raw material, silica, is an opaque sand which, melted and then 
cooled, turns into a transparent substance. The process is aided by soda 
ash acting in the mixture as a flux to reduce the melting point. Lime 
serves as a hardener and various metals may be added to give special 
qualities to the glass. The addition of lead, for example, makes the 
product more brilliant and more heat-resisting. These materials were 
melted in clay pots from which gobs of glass were dipped on the end of a 
four or five foot hollow tube. Skilful twirling of the rod and inflation 
of the gob gave a hollow ball of glass of the desired shape. When the 
mass hardened, it was re-heated to an even temperature to prevent 
strains from unequal cooling, and then allowed to cool gradually in some 
sort of oven. 

The industry developed a considerable plant specialization long before 
specialized machinery appeared. Although the capital equipment was 
essentially similar, consisting only of a furnace and re-heating oven, the 
various factories showed a tendency to concentrate on only one type of 
product. Labor skills and market considerations tended to separate the 
manufacture of window-glass and tableware, and to group bottles, 
flasks and window-lamps in the hands of other producers . 2 When ma- 
chinery displaced handwork in the middle stage between the melting and 
re-heating steps, specialization was further advanced. Factories were 
forced by the specialized and expensive equipment to produce only one 
type of product. And later, as large companies brought a number of 
plants under a single control, they rather generally continued the product 


1 Frances Rogers and Alice Beard, 5000 Years of Glass (New York, Frederick A. 
Stokes Company, 1937), Chap. 2. 

2 Malcolm Keir, Manufacturing (New York, Ronald Press Company, 1928), p. 631. 
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specialization. As a result, glass manufacture is not a single industry, 
but consists of three fields with their characteristic products — glass con- 
tainers, window and plate glass, electric bulbs and specialty glass. The 
divisions are not perfectly maintained, but they are clearly apparent. 
The presence of one or two very large and specialized companies in each 
field helps to maintain the divided appearance of the whole industry. 
In bottle-making the Owens-Illinois Glass Company can supply over 
40 per cent of American bottle needs, but it buys its window glass from 
other producers. Similarly, the Libbey-Owens-Ford Glass Company 
and the Pittsburgh Plate Glass Company dominate the manufacture of 
window glass. And the Corning Glass Works maintains a clear su- 
premacy in the production of electric light bulbs and a numbdt of spe- 
cialty lines such as signal and optical glass. 

THE GLASS CONTAINER INDUSTRY 

With the manufacture of some seven billion containers of all shapes 
and sizes, valued in the neighborhood of one hundred and twenty mil- 
lions of dollars, the glass container industry annually accounts for almost 
half the value of glass products produced in the United States. 3 It has 
become thoroughly mechanized over the course of the last thirty years. 4 
In 1899 the manufacture of a billion containers required the employ- 
ment of over twenty-eight thousand wage-earners. In 1935 six billion 
were produced with four thousand fewer workers. 5 Mechanization has 
brought equally great changes to the organization of the industry. The 
need for large amounts of capital and the existence of important patents 
have contributed to the growth of large firms and have placed a few 
companies in strategic positions in the manufacture of various types of 
containers. The number of enterprises has been cut to one-third and a 
few of them tower over the others. 6 The same forces have been at work 
in the other glass industries with effects essentially similar to those ap- 
parent in the container field. 

By 1895 certain improvements had been made in the art of bottle- 
making, but the essentially hand-made character of the product re- 
mained. The viscous gob of glass on the end of a hollow tube was 

8 T. N. E. C., Part II, Patents (1938), p. 755. Medicine and toilet wares make up 
over 30 per cent of the total volume; wide-mouth food containers and jars, over 
18%; beer bottles, 8%, and milk bottles, 5%. 

4 Hand production accounts for approximately 2 per cent of the total value of 
glass containers. 

5 T. N. E. C., Part II, p. 755. 

6 In the past thirty-five years the number of operating companies in the container 
field has fallen from 155 to 40, and five companies account for two-thirds of the 
total production. 
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shaped by the skilled blower and then lowered into a mold. Another 
workman cut off the attenuated tail of glass and the gob was blown out 
to fit the conformation of the mold. Highly skilled labor was required 
to lift the proper amount of glass from the furnace and to shape the 
gob. While the labor was costly, the product was of variable quality. 
The high degree of skill required made the introduction of machine 
methods difficult. And, in addition to the difficulty of developing ma- 
chinery to handle and measure exact quantities of molten glass, trouble 
came from the very strong glass-blowers’ union. Its resistance to partial 
mechanization, however, only delayed the inevitable. 

A glass blower, M. J. Owens, did more than anyone else to bring about 
the death of his own handicraft. Working for the Libbey Glass Com- 
pany, and financially backed by E. D. Libbey, he developed the machine 
on which the present power of the great Owens-Illinois Glass Company 
was built. By 1903 Owens was ready to patent a machine which by 
suction drew molten glass from a melting-furnace into molds. There the 
glass was blown mechanically to the shape of the mold. Two years 
later he was successfully operating a machine that was completely auto- 
matic, using unskilled labor only for simple tasks. 

The original machine was of massive circular construction, having iron 
molds mounted on four or six arms radiating from a central pillar. As 
each arm revolved, the rough mold which it held passed over a pot 
containing molten glass and was lowered until its open end touched the 
pool of glass. A charge of glass was sucked into the mold, and as the 
arm moved on, a knife cut the glass off from that in the pot and closed 
the lower opening. In the upper part of the mold a plug formed the 
neck-opening of the bottle. When the rough mold was then opened, the 
charge of glass hung suspended by the neck until a finished mold closed 
about it. The glass was then blown to its finished shape. After a 
journey lasting about twenty seconds the arm deposited the bottle on a 
conveyor and swung around to the pot for another charge. Later im- 
provements increased the number of arms on the machine and allowed 
each arm to hold several molds. 7 With one unskilled operator the ma- 
chine can now turn out as many as two hundred and forty small bottles 
in a minute and is capable of making bottles requiring as much as fifteen 
pounds of glass. 

Until 1916 the Owens machine dominated the bottle industry. In 
return for royalty payments a few companies were licensed to use the 
machine, but after 1908 the Owens Bottle Machine Company began to 
produce bottles and ceased to put its machines into the hands of competi- 
tors. It followed a pricing policy that allowed hand production to 


7 For a discussion of earlier semi-automatic machinery see Keir, op. cit., pp. 634 ft. 
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survive, although it could have driven all but its own licensees from the 
field. It is quite probable that its choice of high prices rested more on 
a desire for profits than on a concern for small independents. 8 Although 
the suction machine after ten years was only turning out one-third of 
the total of bottle production, the position of independents was precari- 
ous. Even if the Owens Company had no ( t restricted the use of its 
machines, small companies would have found difficulty in paying the 
eighty thousand dollars which the machine cost or in carrying heavy 
royalty payments. 9 At best their lot was an unhappy one, and their 
very existence depended on the pricing policy of the Owens Company. 

After 1916, however, this company was to meet a serious challenge 
from new machinery. The first opposition came from a stream feeding 
process which poured molten glass into molds. The stream of molten 
glass was shut off by a shearing device when the mold had received a 
proper quantity, and another mold moved into position. The machine 
was not completely satisfactory, as it was difficult to prevent the glass 
from thickening as it was poured, and air bubbles and laminations fre- 
quently appeared in the finished bottle. A second attack on the supe- 
riority of the Owens machine was more successful. Patents were granted 
on a machine using what was known as the plunger or gob process. A 
gob of viscous glass, forced out of a melting tank by a plunger, hung 
suspended until it was built up to the size required to fill a mold. It was 
then sheared off and the action was repeated on the next mold. 10 The 
Hartford-Fairmont Company acquired very broad patents over this feed- 
ing system and its machines, costing only thirteen thousand dollars each, 
were able to equal the performance of the much more costly suction 
machine. 

About this time the Hartford-Fairmont Company improved its posi- 
tion in the industry still further by an exchange of patents with the 
Corning Glass Company. In 1915 the patent office found that patents 
held by a subsidiary of the latter interfered with some held by Hartford- 
Fairmont. Since Corning was interested in developing machinery for 
the manufacture of electric bulbs, the business interests of the two did 
not conflict, and a cross-licensing agreement allowed each company the 
patent scope it desired. Subsequent divisions of patents between the two 
allowed Corning the use of feeder equipment it needed, and gave it sole 
rights on patents covering the manufacture of bulbs, signal and optical 
glass, and heat-resisting ware. And Hartford-Fairmont, with its name 
now changed to the Hartford-Empire Company, continued to strengthen 

8 Cf, Keir, op. cit., pp. 538-539. 

9 Hartford-Empire Co. v. Hazel-Atlas Glass Co., 59 Fed. (2nd) 399, 402. 

10 For a description of the special features of various feeder machines see 59 Fed. 
(2nd) 404-411. 
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its position in the container industry by taking over a number of Corning 
patents. 11 

All this left the Owens-Illinois Company in a very vulnerable position. 
Its machines were far less valuable and its bottle production was threat- 
ened by companies using the cheaper gob feeders under license from 
Hartford-Empire. It reacted by spending upwards of a million dollars 
to acquire patent rights on gob feeders. Coming into an inevitable and 
possibly intended patent conflict with Hartford-Empire, it fought its ad- 
versary until 1924. The two concerns then decided that cooperation 
would be much more profitable than competition. A mutually satisfac- 
tory settlement took the form of a cross-licensing agreement. Except 
for its suction patents, which were no longer important in licensing bot- 
tle producers, the Owens Bottle Company turned over its feeder and 
bottle-forming patents to the Hartford-Empire Company and agreed to 
pay royalties on the patented machines that it used. In return it was 
allowed the use of forty machines without license or royalty charge, and 
was to receive an annual sum roughly approximating one-half of the net 
profits which Hartford-Empire derived from patents. 12 Furthermore, for 
eight years it had the power to prevent the Hartford Company from 
licensing any bottle producer whom it found objectionable. In 1932 the 
Owens Company surrendered its rights to the royalty-free machines and 
took one-third instead of one-half of the patent income. Three years 
later, on the receipt of two and one-half millions, it gave up all claims to 
any share in that income. 13 

The Hartford-Empire Company meanwhile was enjoying its share of 
the benefits of the 1924 agreement. It escaped the considerable risks of 
patent infringement suits and became the important depository of bottle 
machinery patents for the whole industry. Its importance and power 
grew as patents from other sources were tossed into the pool. In 1932, 
the Hazel-Atlas Glass Company, second only to the Owens Company in 
the manufacture of glass containers, made an important contribution. 
Originally using the vacuum feeder under license, it developed a number 
of patents on other types of feeder equipment which brought it into con- 
flict with Hartford-Empire. Between 1926 and 1932 it incurred burden- 
some legal expenses ranging between fifty and one hundred and fifty 
thousand dollars a year. Also, after it had suffered an adverse decision 
in the Circuit Court of Appeals, it faced the possibility of infringement 

11 T. N. E. C., Part II f pp. 637-647. 

12 The income to be divided was defined in the agreement as including gross 
royalties, licensing fees in excess of cost, profits on parts, and damages collected in 
infringement suits, and from this $600,000 was to be deducted. 

18 During the period of the agreement the Owens Company paid Hartford-Empire 
$3,962,921 in royalties and received $4,815,093 as its share of the latter’s income; 
T. N. E. C., Part II, p. 494. 



THE GLASS CONTAINER INDUSTRY 


515 


damages which might have amounted to as much as two million dollars. 
Instead of testing the Circuit Court decision in the Supreme Court, it 
made peace on very satisfactory terms. Surrendering all its patents, it 
became, as had the Owens Company, a pensioner of Hartford-Empire. 
Although the patent suits had been dangerous and irritating, Hazel- 
Atlas was not just an unwilling victim of power. It was a company with 
considerable financial strength, and apparently had been able to adapt 
its feeder equipment so as to escape the coverage of Hartford-Empire^ 
patents. 14 In part at least, it seems to have chosen a policy of coopera- 
tion to secure profits it could not get under competitive conditions. In 
addition to restraining competition in the sale of containers, the coopera- 
tion paid it between 1932 and 1938 the sum of six and one-half millions 
of dollars as its share of the patent profits. At the same time Hazel- 
Atlas paid into the coffers of the Hartford-Empire Company license and 
royalty payments amounting to five and three-quarters millions. 15 This 
development widened the power of the pool considerably in bringing in 
as licensees a number of smaller bottle companies which saw no hope for 
themselves except behind the shield of the Hartford-Empire Company. 

In the meantime the Owens Bottle Company had effected a change in 
its name and strengthened its position in the production of bottles. It 
acquired the important Illinois Class Company, formerly a licensee of 
both Hartford-Empire and the Owens Company. The merger united 
the two names to become the Owens-Illinois Glass Company. 

The Present Organization of the Industry 

Patent pooling and the purchase and development of patents has 
placed the Hartford-Empire Company in an unrivalled position. While 
it owns over seven hundred patents or patent rights on automatic glass- 
making machinery, it produces neither machines nor bottles. Its reve- 
nues come largely from license and royalty charges collected from bottle 
manufacturers licensed to use patented machines. The Owens-Illinois 
Glass Company no longer licenses other companies to use its machinery, 
but itself uses an improved form of the vacuum feeder and equipment 
leased from Hartford-Empire. With seventeen plants located in various 
parts of the country, ,it outranks the largest of the other thirty-one con- 
tainer manufacturers who produce as licensees of Hartford-Empire. 
Only 4 per cent of the machine-made bottles produced in the United 
States are made by independents, and they struggle along, using out- 
moded equipment on which patents have expired. 

14 Cf. testimony of J. H. McNash, President, Hazel-Atlas Glass Company, 
T. N. E. C., Part II, pp. 536-545. 

i# Ibid., p. 543. 
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Both intercorporate stockholding and interlocking directorates add to 
the network of connections in the bottle industry and between it and 
other glass industries. A holding company, Houghton Associates, Inc., 
representing the Houghton family, owns 40 per cent of the stock of the 
Corning Glass Works, which continues to manufacture specialty glass 
under license from the Hartford-Empire Company. In addition, the 
Houghton family owns 90 per cent of the stock of the Empire Machine 
Company, which in its turn owns 43 per cent of the stock of Hartford- 
Empire. A connection is established between these companies and the 
Owens group through joint ownership by Corning and Owens-Illinois of 
the Fiberglas Corporation, recently organized to manufacture glass wool. 
And Owens-Illinois and Hartford-Empire have close business relations 
with the Lynch Corporation, the largest producer of glass-forming ma- 
chinery. In addition to all these ties, in 1938 four of the directors of the 
Corning Works were members of the Board of the Hartford-Empire 
Company; and Owens-Illinois has had representatives on the boards of 
two companies producing containers in competition with it. In 1935, 
apparently to avoid attracting undesirable attention, William E. Levis, 
President of Owens-Illinois, resigned from the board of one ostensible 
competitor, the Hazel-Atlas Company. In writing to his uncle, however, 
he revealed that a representative of his company would take the place 
he vacated. 10 

Except for four very small producers, the whole of the container indus- 
try is brought under this central control by the licensing system of the 
Hartford-Empire Company. And the company has used its patent 
power to plan some of the essential affairs of its licensees. The manner 
in which it has used its power is apparent in a memorandum taken from 
its files by the Temporary National Economic Committee, and in the 
testimony of responsible officers appearing before the Committee. The 
following seem to be settled features of its licensing policy: 

(1) Machines are licensed only to selected manufacturers of the better type 
and are refused to many licensees who might be price-cutters ; 

(2) Licensees are restricted to the manufacture of certain specific types of 
containers in order to prevent too much competition; 

(3) Licenses run for a limited term, usually eight or ten years, so the Com-, 
pany may exercise continuing control over the situation; 

(4) Licensees are frequently limited in the number of bottles of a certain type 
which they may produce in a year. For instance, only three milk-bottle produc- 
ers may produce without limit; 17 

(5) Licensed producers may be restricted as to the market in which they 
may sell; 


*«T. N. R C., Part II, p. 482. 

17 Thatcher Manufacturing Company, Owens-Illinois and Liberty Glass Company. 
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(6) Certain licenses guarantee the exclusive right to use Hartford-Empire 
machines to particular producers in certain lines. For example, the right to use 
the machines to manufacture fruit jars is limited to Hazel-Atlas, Owens-Illinois, 
and Ball Brothers. 18 

Sources of Power 

It is obvious that under these provisions the container industry is not 
organized to maintain the competitive independence of individual com- 
panies. The planning done for the whole industry by Hartford-Empire 
and a few large companies in the industry, notably Owens-Illinois, 
Thatcher Manufacturing Company, Hazel-Atlas, and Ball Brothers, 
grows out of the patent situation. It is a mistake, however, to ascribe 
the decline of competition to the presence of a simple patent monopoly. 
Patents are met wherever one turns, but no one invention or subsequent 
development has by itself placed the Hartford-Empire Company in the 
position it holds. In fact, patents in themselves have tended to divide 
the industry. But competitive independence has been prevented by 
various deliberately-used devices. The most important, of course, is 
patent pooling. The Corning and Owens-Illinois companies started it 
with the assignment of exclusive rights in a number of their patents to 
the Hartford-Empire. It is true that overlapping patents threatened 
to create conflict in the courts, but there is the persistent suggestion run- 
ning through the history of the industry that pooling and the loss of 
independence were accepted willingly and were by no means always nec- 
essary. It is difficult to believe that Hartford-Empire would pay the 
Owens Bottle Company half of its royalty income for patents that it 
could eliminate in infringement proceedings. J. H. McNash, president 
of Hazel- Atlas, told the Temporary National Economic Committee that 
his company was satisfied its feeder equipment did not infringe Hartford 
patents. And even after the adverse court decision in 1932 it was going 
on with the fight with reasonable hopes of a successful conclusion. It 
threw its patents into the pool only when Hartford-Empire made it an 
offer that was far too attractive to be refused. 

A year later and for no better reason the process was repeated with 
the large fruit jar manufacturer, Ball Brothers. This company did pay 
Hartford-Empire four hundred thousand dollars in absolution of its in- 
fringement sins, but it also received returns that suggest cooperation and 
not dictation. Hartford agreed not to issue to any manufacturer in the 
United States any further license on its feeder equipment for the making 

18 The president of Hartford-Empire testified that a licensee would be violating 
his contract if he were licensed to produce jars for packers of food products and 
allowed his ware to be sold as fruit jars; c/. T. N. E. C., Part II. p. 409. 



518 


THE GLASS CONTAINER INDUSTRY 


of fruit jars for household use. And Ball Brothers did not give the ap- 
pearance of being in any great distress over the infringement situation, 
for it did not accept this considerable prize without further important 
concessions from its “competitors.” Both the added pay that it wanted 
and the source of this are clearly revealed in a letter written by J. H. 
McNash, president of the Hazel-Atlas Company, to William E. Levis of 
Owens-Illinois. A paragraph reads as follows: “This Company, how- 
ever, is willing to go pretty far, as I indicated in New York, to give Ball 
what he wants as long as that want does not actually cramp our style. 
I don't mean by this that your Company or this Company should ac- 
tually pay Ball to come in, but I believe the Hazel-Atlas Glass Com- 
pany could restrict itself in such a way that there actually would not be 
a penalty .” 19 Strange language to be exchanged between the officers of 
two supposedly competing companies with regard to a third competitor. 
The upshot was that Hazel-Atlas agreed to limit its annual production 
to three hundred thousand gross and Owens-Illinois gave oral assurance 
that it would not exceed one-third of that figure . 20 Ball was left as re- 
sidual legatee. 

These arrangements and others show that the ownership of patents 
was important in organization of the industry, but they also show that a 
general lack of competitive independence and a pervading willingness to 
cooperate played their part. Certainly, the cooperation of McNash and 
Levis is not quite what one might look for in a system of competitive 
individualism. 

Its considerable financial strength, derived in large part from its 
valuable feeder patents, gave Hartford-Empire the power to acquire a 
large number of additional patents. Even its basic patents on the gob 
feeding machine, however, were not developed in its own organization, 
but were acquired by the purchase of a smaller company. Other impor- 
tant patents bought by the Owens Bottle Company were first turned 
down by Hartford-Empire, and later were influential in bringing the two 
into the cross-license arrangement. In a typical case the physical assets 
and patents of the ONeill Machine Company were bought for the sake 
of valuable rights it possessed over feeding and forming machines. Its 
patents on gob feeding were tossed into Hartford's collection, while cer- 
tain rights on suction machines went to. Owens-Illinois . 21 A number of 
other cases suggest that Hartford-Empire had no particular superiority 
in developing new and improved methods. 

Before the Temporary National Economic Committee, Lloyd T. Wil- 
liams, patent counsel for Owens-Illinois, testified that one of the bottle 

19 T. N. E. C., Part II, p. 561. 

20 Ibid., pp. 564-567. 

21 T. N. E. C v Part II, p.523. 
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machinery producers, Whitall Tatum Company, managed to present 
claims in the patent office which, if upheld, would have broadly overlain 
some of Hartford’s basic machines. The claims were sufficiently well- 
founded to force Hartford first to purchase an option on rights to use 
the patents, and later to purchase the patent rights themselves. Be- 
tween 1924 and 1933 a half-dozen other instances of the purchase of 
patents developed by others suggest that the financial strength of the 
patent pool was no inconsiderable source of its power. 22 

At times unsavory methods have been used to persuade small compa- 
nies to surrender their patents and come in under the licensing system. 
In some cases small rivals have not been able to afford the legal and busi- 
ness costs involved in defending against infringement suits. With ap- 
parently supportable patent claims they have sold out to the great 
financial strength of the Hartford-Ernpire organization. The president 
of Knox Glass Associates insisted that his organization had a suction 
feeding machine developed by itself, but gave up a profitable business 
in the production of fruit jars rather than fight infringement suits. On 
legal grounds lie believed it had an even chance of success, but on finan- 
cial grounds the great resources of its opponents made defense appear out 
of the question. 23 

The fortunes of the Amsler-Morton Company of Pittsburgh, a small 
producer of melting and re-heating equipment, illustrate the tremendous 
weight that may be thrown against small competitors. Around 1928 it 
came into conflict with Hartford-Ernpire over its patented re-heating 
ovens. It was selling ovens for $9500, and its large rival suggested that 
there would be no patent troubles if it would raise its price to $13,500 
and pay the added four thousand dollars to Hartford-Ernpire. Under 
this arrangement things certainly would have been peaceful for Amsler- 
Morton. It would have been trying to sell ovens for $13,500 that its 
large rival was selling for $6500. It also would have been helping its 
rival by giving it four thousand dollars on any unit it did sell. Amsler- 
Morton did not think the proposition was very attractive. It turned 
down a proposal to sell out completely, and still later refused to go into 
combination with one of its competitors, a licensee of Hartford-Ernpire. 
In the proposed consolidation each of the two companies was to take a 
third interest, and an unnamed party was to supply some working capital 
and take the other third. The new organization was promised a license 
from Hartford and assured of all the construction business of the Owens- 
Illinois Company. When Amsler-Morton helcf out for 51 per cent of 
the stock of the proposed merger it was warned that its opponents “will 


**Ibid., pp. 522-526. 
*• Ibid., pp. 587-590. 
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enter suit against you and . . . will continue to sue you until you are 
out of business.” 24 

Continuing the unequal fight, Amsler-Morton did not gain the chance 
to test its patent claims in the courts. Hartford-Empire sued a manu- 
facturer who used Amsler-Morton equipment for infringement damages. 28 
This producer also leased machines from Hartford-Empire, and was 
bound by terms of the lease not to contest the validity of any of its 
patents. As a result the basic issue concerning the validity of the two 
conflicting patents could not be tested in a counter suit. Even fighting 
on grounds chosen by itself, the giant concern lost in the lower court, but 
on appeal managed to win a reversal. It then proceeded to warn all 
container manufacturers that use of the Amsler-Morton equipment would 
expose them to legal suits. The sales of the small company dropped 
from $800,000 in 1928 to $18,000 in 1937. 

Two things seem rather striking in these proceedings. First, Owens- 
Illinois was sufficiently interested and sufficiently cooperative to assist in 
the attempts to eliminate the independent. And secondly, Hartford- 
Empire tied the hands of companies using their machines, so that any 
weakness in its patent position could not easily be revealed. It would 
seem that at least in some cases the financial and business power of the 
large company were more important than their patent powers: As late 
as 1930 a responsible patent official of the Owens-Illinois Company ex- 
pressed the opinion that Hartford’s patent position was anything but 
secure. 26 It was strengthened after 1932, but it seems that legal harass- 
ment of independents was still important in maintaining the company’s 
control. 

The financial resources backing a well-developed research organiza- 
tion have aided Hartford-Empire in improving the machinery of the 
industry, and thereby have helped contribute to its dominant position. 
But the research efforts of the large concern have also been used to stifle 
the inventiveness of competitors. Whenever independents have devel- 
oped basic patents on a new machine, Hartford-Empire has set its re- 
search organization at work to study its probable future development. It 
has then surrounded the basic patent with specific patent claims over 
probable later applications of the machine. When it is successful, this 
“fencing” either prevents the improvement of the machine or forces the 
independent to apply for a license to use its own basic invention in the 

24 From the testimony of Paul L. Geer, Treasurer of the Amsler-Morton Com- 
pany, T. N. E. C., Part II, p. 599. 

28 Hartford-Empire Co. v. Swindell Bros., Inc. (Amsler-Morton Co., Intervener), 
96 Fed. Rep. (2nd) 227. 

28 From correspondence of Henry W. Carter, Vice-President in Charge of the 
Patent and License Department, Owens-Illinois Glass Co.; c/. T. N. E. C., Part II, 
pp. 789-791. 
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improved form. Officials of the Hartford-Empire Company defended 
the practice on both business and social grounds. Possibly it can be so 
defended. It may lead to improvements of basic claims that small com- 
panies would not develop. The defense in this particular instance, how- 
ever, was made a bit difficult when the Temporary National Economic 
Committee uncovered an official memorandum of the Hartford-Empire 
Company, written in 1930. 27 In outlining its purpose in securing patents, 
the memorandum read in part as follows: “To secure patents on possible 
improvements of competing machines, so as to 'fence in’ those and pre- 
vent their reaching an improved stage.” The present management of- 
ficers of the company insisted that the memorandum had never been 
accepted by the Board of Directors, and hence was not official. But the 
practice is sufficiently common to suggest that, officially recognized or 
not, it is of some importance in the industry. 

Until recently, independent companies selling particular machines for 
some one part of container manufacture have been harassed by attempts 
on the part of Hartford-Empire to force its customers to use its machines 
exclusively. It turns out a full line of bottle-making machinery, and 
some of its equipment is leased under tying clauses which permit its use 
only with other machines of the company. Failure to observe this re- 
quirement exposed the licensee to revocation of the license and the loss 
of equipment that he needed and could not get elsewhere. The provi- 
sion still exists in all contracts written before 1936, so it continues to 
be a considerable source of injury to independents. 28 

Frequently the very great powers residing in patents have not been 
limited to the years envisaged in the patent law. The means used to 
extend patents beyond a seventeen-year period are not questionable as 
far as good business standards are concerned, but they do defeat the 
intention of the law. Various aspects of a specific invention are patented 
at different times, and in effect continue the monopoly for years. The 
important Hartford-Empire patents on feeder machines, covering the 
use of a plunger to force gobs of glass from a melting tank, expire in 
1945. The machine, however, will not then be free from control. A 
later patent covers the broad process of swelling a gob of glass in suspen- 
sion and effectively covers the same machine. 

Commonly the lengthening process is effected by the opposite arrange- 
ment of broad and specific patents. Frequently, as in the case of the 
Owens suction machine, the later rights cover improvements on the 
original machine. The initial Owens patents expired several years ago, 
but the present machine embodies a number of specific improvements on 

27 T. N. E. C. ( Part II, p. 776. 

28 Cf. testimony of A'. T. Safford, Secretary and Counsel, Hartford-Empire Com- 
pany, ibid., p. 409. 
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which patents still exist. As long as the grant of monopoly as a reward 
for inventiveness seems a desirable social policy, the time extension 
associated with improvements must be sanctioned. But the mere jug- 
gling of general and specific claims has been common and seems to 
possess little social merit. 

Slowness in the administration of the patent office has also been used 
to extend the period of control. 29 On the average, it takes between two 
and three years for the Patent Office to pass on the validity of applica- 
tions. In this period while the patent is pending, the applicant possesses 
a fair measure of protection. If he runs into other claims in the Patent 
Office which threaten to interfere with his application, he may have the 
patent pending protection for years and still, if successful in establishing 
his claim, may enjoy the seventeen years of assured monopoly. Where 
a company is large and powerful it possesses advantages over small rivals 
in appeals to the Patent Office and, if necessary, in appeals to the courts 
from rulings of that office. As a result, the pending protection may be 
a perfectly satisfactory safeguard for the claims of financially powerful 
companies. 

One of the most important patents on feeder equipment held by the 
Hartford-Empire Company was applied for in 1910 and finally issued in 
1937. For twenty-seven years independents could not manufacture or 
use the machine without considerable risk. Generally they chose to 
come in under Hartford-Empire licensing arrangements. In other 
words, the monopoly on an important machine was made to last for 
forty-four years instead of seventeen. 30 

It is obvious that the one big company has come to hold power im- 
measurably beyond that contained in any single patent right. Its posi- 
tion seems so well bulwarked that independents have little chance of 
edging in with any sort of effective feeding and forming equipment. In 
fact, the wide coverage of its seven hundred patents and its financial 
strength tends to force new inventions into its hands. And, armed as it 
is, the company is able to dictate to the container industry. No enter- 
priser, however experienced and well-financed, can enter any branch of 
bottle manufacture without its permission. Officials of the company 
frankly admit the situation. They are able to say whether the container 
industry will have a thousand or five hundred or fifty producing compa- 
nies. They merely insist that they are better judges of the needs of the 
bottle industry than any prospective enterpriser. 31 Possibly they are, 

29 Cf. Leverett S. Lyon, Myron W. Watkins and Victor Abramson, Government 
and Economic Life, Vol. I (Washington, D. C.: The Brookings Institution, 1939)^ 
pp. 132-136. 

80 T. N. E. C., Part II, pp. 436-441, 452-463. 

81 Ibid., testimony of F. Goodwin Smith, President, Hartford-Empire Company, 
p. 413. 
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but in their hands rests a tremendous power and responsibility that seems 
strange in a society dedicated in legal and economic theory to a system 
of competitive individualism. 

Effects of the Patent Control 

It is axiomatic that competition in any industry requires at least mod- 
erately free entry for new enterprisers. The patent pool operates so as 
to eliminate any chance of this requirement in the glass container indus- 
try. For some time Owens-Illinois has not been licensing any producers 
under its vacuum feeder patents, and Hartford-Empire carefully restricts 
the number of its licensees. Testimony of the president of the latter 
company suggests that producers have little chance of gaining permission 
to enter. He commented that his company does “occasionally let people 
in,” but the prospects do not seem very bright for applicants. 32 

In 1936 an investor, believing there were opportunities for a glass 
plant in Detroit, was not allowed to risk his capital. He was told that 
the industry had more than sufficient capacity, and he could argue if he 
liked, but he would not get a license. 33 Correspondence found by the 
Temporary National Economic Committee indicated how cooperation be- 
tween Owens-Illinois and Hartford-Empire allowed the large companies 
already in the field to determine when new competitors were needed. At 
times various branches of the industry have been overproducing and 
added investment would be unwise. However, those already in the in- 
dustry would be more than human if they did not almost always believe 
that their field was crowded. They hardly could be expected to welcome 
competitors with open arms. And as things are, they can maintain w T ith 
relative ease a policy of restriction. All but a few large producers are 
licensed for only one particular kind of container. And many are lim- 
ited in the amounts they may produce or the market areas in which 
they may sell. 

With cooperation so far developed, there is inevitably little competi- 
tive independence in the pricing of glass containers. The large com- 
panies act as the price-leaders for their fields — Thatcher for milk bottles, 
Ball Brothers for fruit jars, and Hazel- Atlas for wide-mouth containers. 
While setting prices for wide-mouth ware, Hazel-Atlas takes its prices 
for its prescription ware and beer bottles from those listed by Owens- 
Illinois. Although the industry seems constantly concerned with the 
improvement of glassware, the similarity in machinery prevents any 
important quality competition from arising to replace the absent price 
competition. 


82 T. N. E. C., Part II, p. 423. 
88 Ibid., p.798. 
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While over the long run prices have declined materially, they show a 
considerable rigidity in short periods. Between 1925 and 1929 the aver- 
age price for containers dropped by about 10 per cent. In these years, 
however, technical changes were important, and it is almost certain that 
a competitive industry would have offered at least as large and probably 
larger reductions. In the face of depression conditions the industry was 
able to maintain prices much better than most. From 1929 to- the depth 
of the depression, prices dropped by less than 10 per cent, and after 1933, 
when labor costs were increasing, they rose very little. 84 

At least in the sale of milk bottles the price control has been strong 
enough to use price discrimination whenever it is worth while. One 
company, a licensee of Hartford-Empire, had been given the exclusive 
right to sell milk bottles in Texas. It also sold in other markets, notably 
St. Louis. Here there were two other licensees. In Texas the company 
charged between eight and ten dollars a gross for bottles that it sold in 
St. Louis for about six dollars and fifty cents. The difference in supply 
conditions in the two markets, and not freight rates, accounted for the 
discrimination. The experience of an independent suggests how the dis- 
crimination was maintained. Seeing a promising opportunity in Texas, 
a small producer, the Knape-Coleman Company, located itself in the 
center of the state. For a time it did very well, and its competitor mark- 
edly lessened the discrimination by lowering Texas prices. But while 
the independent could make bottles successfully, it could not take care 
of the patent situation. It was sued for patent infringement on nine or 
ten claims, and resisted until one of the partners found himself and his 
one lawyer in court facing “a half-train-load of attorneys and equip- 
ment.” 85 His attorney was so lost in the crowd that he asked for a 
recess and settled the case out of court. The license the company 
needed in order to continue could not be obtained, and it soon sold out 
to the Hartford-Empire licensee. 

It is not surprising that a number of the operating companies in bottle 
manufacture show earnings well above the average for competitive in- 
dustry. Between 1934 and 1939, after all charges were met, the Hazel- 
Atlas Company made net profits on its net worth ranging between 
11.61% and 17.63%, with an average well over 14%. Owens-Illinois 
managed to stay above this average in each of the years except one. 
Milk bottles brought the Thatcher Manufacturing Company returns that 
were above 20 per cent each year and above 30 in one year. Earnings 
of Hartford-Empire also have been large. When the company was 
organizing the patent pool it made only between 3 and 8%. But 


* 4 /6id., pp.823, 827. 
p. 614. 
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its profits increased sharply as its power increased. It will be remem- 
bered that by 1934 three of the largest producing companies, Hazel-Atlas, 
Ball Brothers, and the Lynch Corporation, and many small companies, 
had exchanged independence for cooperation and taken out licenses. 
As a consequence the annual income of Hartford-Empire from license 
fees and royalties climbed from two million to over six million. In the 
years between 1934 and 1937 its approximate earnings were 16%, 23%, 
48% and 67%. 36 

High earnings coming from high license and royalty charges unques- 
tionably have been of some influence in restricting sales of licensed com- 
panies. And the large earnings of the leading bottle producers indicate 
prices that have been high enough to restrict the size of their industry. 
Cooperation in setting prices, however, has been only a secondary factor 
resulting from agreements implemented by patent licenses whereby pro- 
duction has been held under restraint. Direct cooperation on output 
policies among the companies responsible for the patent pool has consti- 
tuted the major instrument used to restrain competition. Within care- 
fully set output limitations, companies do compete with one another in 
advertising and in pushing their sales in many markets, but it seems clear 
that cooperation is as important if not more important than competition. 

80 These percentages represent the relationship between the net income realized 
in operations and the net capital employed in operations; cj. ibid., pp. 794-797. 
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For the last fifty years competition has been seriously constrained in 
the American sugar refining industry. It first gave way before a sweep- 
ing combination movement which placed a single company in a dominant 
position. Then, a few years after public prosecution was directed against 
the giant concern, it was throttled by the dozen large refiners refusing to 
maintain independent policies. Their cooperation was organized and 
directed by a trade association ostensibly formed to improve competitive 
practices and to supply statistical services to the members of the indus- 
try. In 1936 the Department of Justice and the Supreme Court of the 
United States ended the usefulness of the first association, but competi- 
tion seems to have little chance in the industry. A second association 
immediately succeeded the first, and its efforts and the long tradition of 
cooperation will probably prevent any great degree of independence from 
appearing in the policies of the major companies. 

Sugar-cane and beets constitute the plant materials from which sugar 
is produced. Except for small amounts of cane grown in Louisiana and 
Florida, the domestic refiners depend for sugar-cane on Cuba, Hawaii, 
the Philippine Islands and Puerto Rico. The cane is cut and taken di- 
rectly to raw sugar mills, where it is crushed, and the liquid cleared of 
most of its impurities. This first processing yields raw sugar containing 
about 4 per cent of foreign matter. Most of the product is then shipped 
to American refineries, which remove the remaining impurities. In re- 
cent years less than six hundred thousand tons of the total consumption 
of six million tons has come into the United States as refined sugar. 1 
Much of this came from Cuba, which for a few years enjoyed a preferen- 
tial tariff rate. Tariffs have always existed to prevent the supplies from 
other than the insular possessions from being important, and in recent 
years quotas have fixed the size of all imports. 2 

*T. N. E. C., Monograph No. 18, Trade Association Survey (Washington, D. C., 
1941), p. 107. 

2 For a summary of government intervention in the sugar industry, see United 
States Cane Sugar Refiners' Association, Sugar Economics, Statistics, and Documents 
(1938), pp. 10-20. 
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Since most of the raw cane sugar refined in the United States is im- 
ported, refineries are located on the seaboard in or around New York, 
Philadelphia, San Francisco, New Orleans, Baltimore, Boston, and Savan- 
nah. They serve adjacent market areas and reach inland to come into 
competition with beet sugar produced in the Middle West and the South 
Central States. The sugar derived from beets is refined in the beet- 
growing areas and supplies close to one-fifth of the total sugar consump- 
tion. It differs in no respect from cane sugar, although it usually sells 
at slightly lower prices. 

THE COMBINATION MOVEMENT 

Until 1887 competition seemed to be the ruling condition in the refin- 
ing industry. The number of companies was not large but appeared 
adequate to keep them independent of one another. 3 Twenty-six refin- 
eries were being operated by twenty-three companies, and the largest had 
only 17 per cent of the total production. Unfortunately for the future of 
competition, seventeen of the companies and twenty of the refineries 
were brought together in the newly-formed Sugar Refineries Company. 
Capitalized at fifty million dollars, this company exchanged its securities 
in the form of negotiable trust certificates for the capital stock of the 
acquired companies. The first action of the board of trustees, in whom 
control rested, was to close sixteen of the refineries. II. 0. llavemeyer, 
who was largely responsible for the combination, insisted that excessive 
competition had so reduced profits before 1887 that some escape had to 
be found. And he freely admitted that very generous tariff protection 
against foreign competition made it possible to organize the monopoly 
trust. 4 

In 1890 New York State won a victory over the trust in successfully 
maintaining that one of the constituent companies had exceeded its 
charter powers when it entered the trust. 5 The only result, however, 
was to force the monopoly to change its name and its form of organiza- 
tion. The trustees incorporated the American Sugar Refining Company 
in New Jersey. Its capitalization was $50,000,000, the same as that of 
the trustee organization, and its shares were exchanged for the trustee 
certificates, while the former trustees moved over to become its board of 
directors. H. O. Havemeyer became its president. New York was un- 
able to keep even companies incorporated in the State out of the com- 


8 For a discussion of price determination where a small number of competitors 
is present, see Chap. 27. 

4 Industrial Commission, Preliminary Report on Trysts and Industrial Combina- 
tions (Washington, D. C., 1900), Testimony, pp. 133, 137. 

5 People v. North River Sugar Refining Co., 121 N. Y. 582 (1890). 
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bination and, of course, could do nothing to disturb the national combine. 

There remained four refineries located in Philadelphia which con- 
tinued to compete with the combine. They were large, producing about 
one-third of the total for the country, but in time they also became co- 
operative. In 1892 their stockholders exchanged their stocks for those 
of the American Sugar Refining Company, and the combine now held 
over 90 per cent of the producing capacity of the United States. It will 
be remembered that the Department of Justice sued one of the Philadel- 
phia companies, the E. C. Knight Company, seeking to upset the stock 
transfer so as to separate these companies from the combine, but the 
weird definition of interstate commerce by the Supreme Court defeated 
the attempt. 6 The Court recognized that “the American Sugar Refining 
Company acquired nearly complete control of the manufacture of refined 
sugar,” but held that the Sherman Act was powerless to reach the monop- 
oly. The Federal statute declared illegal any monopoly in the “trade 
or commerce among the several states,” and the Court viewed the manu- 
facture of sugar in a state for sale in other states as being distinct from 
trade or commerce in sugar. 7 

From this time until 1910 the combine was threatened now and then 
by the appearance of new cane sugar refineries and by the competition 
of beet sugar. At various times nearly a dozen independent companies 
built plants to refine raw cane sugar, but their independence was short- 
lived. Four companies were brought at one time into the combination 
through the organization of a holding company — the National Sugar 
Refining Company of New Jersey. The preferred stock of the holding 
company was exchanged for the capital stock of the independents, and 
the common stock, amounting to a par value of ten million dollars, was 
given to Mr. Havemeyer of the American Sugar for his services in effect- 
ing the promotion. This stock was finally placed in a voting trust 
having officers of the American as beneficiaries. 8 Other companies were 
forced to sell out to the combine after meeting cut-throat competition 
that drove prices below cost, and still others succumbed to attractive 
offers permitted by the large financial resources of the American Sugar 
Refining Company. 

After 1897 tariff protection and improvements in the cultivation and 
processing of beets brought a marked growth in beet sugar refineries. 9 
Output increased sixfold, and by 1907 sixty-three factories were in opera- 


6 United States v. E. C. Knight Company, 156 U. S. 1, 5 (1894). 

Ubid . 

8 For a description of the various combinations of this period, see Jones, op, cit., 
pp. 92-102. 

*S. Fabricant, The Output of Manufacturing Industries, 1899-1937 (National Bu- 
reau of Economic Research, Inc., 1940), p. 139. 
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tion. 10 The factories were generally small, and the easy growth of their 
number promised a possible restoration of competition in the whole 
industry. The American Sugar Refining Company, however, could see 
that possibility, and took effective action. It increased its capital stock 
from seventy-five to ninety million dollars so as to have the where- 
withal for acquisitions, obtained substantial amounts in rebates from a 
number of railroads, and flooded the markets of beet sugar producers 
with low-priced sugar. A considerable number of beet sugar refineries 
sold out to the combine, and others cooperated with it on prices and 
output matters. By 1910, probably half of the beet sugar industry was 
under control of the American Sugar Refining Company or of officers 
of that company. 

In spite of its best efforts, the combine probably controlled only 
slightly more than 60 per cent of the output of sugar in 1910, when the 
Federal Government started suit under the Sherman Act. Independents 
had persisted in entering and staying in the field, so the dominant firm 
actually lost some ground in the decade after 1900. A considerable 
growth in the industry during the war prosperity of 1915 to 1920, the 
constraining effect of the anti-trust suit and the apparent efficiency of 
smaller companies very markedly reduced the proportion of the total 
business done by it. In 1922, when the American Sugar accepted a 
consent decree which reduced its stock control over two beet sugar 
companies and one cane sugar company, it had fallen back into the 
position ^here it refined little more than a quarter of the total produc- 
tion. 11 


Competition After 1 920 

War-time price-fixing for sugar was ended in 1920, and the industry 
found itself with a sharply reduced demand and considerable over- 
capacity. The demand declined further in 1927, when the desire for 
slimness, taking on the proportions of a national campaign, markedly 
reduced the consumption. The capacity of the industry was large enough 
to turn out at least 50 per cent more than was being sold. Pressure from 
this source and a considerable lack of information on the amounts being 
produced and the size of inventories brought recurring surpluses onto 
the market. Since the product was highly standardized and brands were 
not of great importance, over-supplies had direct and material influences 
on price. The margin over the cost of raw sugar received by the refiner 


10 J. G. Glover and W. B. Cornell (editors), The Development of American Indus- 
tries (New York, Prentice-Hall, Inc., 1933), p. 275. 

11 Jones, op. cit., p. 108. 
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dropped from a high of 1.54 cents per pound in 1919 to just over one cent 
in 1927. 12 

In addition to suffering a one-third reduction in their margin, most of 
the refiners were forced by competition to cut prices in a number of 
hidden ways and to increase their costs by added services. They tended 
to match one another in the base price quoted, while cutting their effec- 
tive prices in various ways. Where price concessions alone would gain 
a producer a particular sale, he might offer large commissions to brokers, 
lower freight charges, higher payments to customers for the use of their 
storage facilities or for the performance of services such as advertising. 13 
Some refiners refused to depart from their basic prices, but by 1927, 30 
per cent of sugar was sold with some sort of concession. 

Competition also forced the refiners into a costly service and sales 
competition. In order to gain customers, a refiner would hold supplies 
of sugar at various consignment points for delivery into local market 
areas. His success would only result in the duplication of such facilities 
by his competitors with no resultant gain for anyone. The cost of this 
service, formerly borne by local jobbers and wholesalers, was markedly 
increased by the duplication, and fell on the refiners instead of on the 
local agencies. Sales campaigns undertaken to gain customers resulted 
in the same stalemate. The total consumption of sugar was not in- 
creased, while the costs of competition did increase. 

Profits in the industry suffered. Until 1925 earnings were unsatis- 
factory, but it then appeared that possibly the industry was settling down 
to more stable policies. The net income of the cane sugar refiners rose 
to over 7 per cent of their net capital in 1926, but fell disastrously in 
the following year, when the industry reported no net income. 14 The 
fortunes of individual companies varied considerably, but the American 
Sugar Refining Company, with about a quarter of the capacity of the 
industry, showed fluctuations in income that were apparently typical. 
With operating deficits in three of the five years before 1926, it then 
made a substantial recovery, only to suffer in 1927 from the largest 
operating deficit of the whole post-war period. 15 

One large producer went out of business, and the existence of others 
was obviously threatened, as competitive forces worked through destruc- 
tively low prices to remove over-capacity. The competitive process, 
however, was slow and painful where large firms were involved, and it 
disappeared before it had sufficient time to correct the over-capacity. 


12 The refiners , margin usually makes up about 14 per cent of the final price paid 
by the consumer. 

4 18 Sugar Institute, Inc., et al., v. United States, 297 U. S. 553, 574-575 (1936). 

14 U. S. Cane Sugar Refiners’ Association, op. cit., Table 72, p. 89. 

15 Poor’s Industrial Manual , 1928, p. 1576. 
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In 1927 representatives of five large refineries met to find some means 
of protecting themselves against competition, and decided, as others had 
before them, to use the trade association device. Articles of incorpora- 
tion and by-laws for the proposed association were drawn up, and early 
in 1928 the Sugar Institute began operations with the five promoters on 
the board of directors or in important managerial positions. Other 
refiners joined until 70 to 80 per cent of the industry was represented. 1 ® 
The actual administrative work of the Institute was performed by its 
executive secretary and a small staff of about twenty. During its first 
three years, annual administrative expenses amounted to about $200,- 
000. 17 At the same time the beet sugar and the Louisiana cane sugar 
producers organized a similar association, the Domestic Sugar Bureau. 18 

ACTIVITIES OF THE SUGAR INSTITUTE 

Prior to 1912, trade associations had been commonly nothing more 
than pooling devices which used some sort of central office to implement 
an agreement restricting competition. A more vigorous use of the 
Sherman Act after 1900 drove these associations to cover, along with 
some other monopoly organizations. In 1911 the clear statement of the 
Rule of Reason in the Supreme Court decisions on the Standard Oil and 
American Tobacco cases drew attention to the legality of a certain 
measure of cooperation between competitors in the same trade. And 
A. J. Eddy, in his book, The New Competition , showed the tremendous 


16 297 U. S. 553, 565. The high degree of concentration in the industry is apparent 
in the following table: 


Cane Sugar Refiners 

Per cent of 1927 
production 

American Sugar Refining Company (5 plants) 

25.06 

National Sugar Refining Company of New Jersey (3 plants) 

22.07 

California and Hawaiian Sugar Refining Corporation, Ltd 

10.84 

Pennsylvania Sugar Company . 

6.73 

Arbuckle Bros 

5.80 

Western Sugar Refinery . 

4.46 

Godchaux Sugars, Inc 

4.02 

W. J. McCahan Sugar Refining and Molasses Co 

3.60 

Savannah Sugar Refining Corporation 

3.26 

Revere Sugar Refinery 

3.20 

Imperial Sugar Company 

3.00 

Spreckels Sugar Corporation 

2.66 

Total For Twelve Companies 

94.70 


17 T. N. E. C., Monograph No. 18, p. 116. 

18 Between 80% and 90% of beet sugar and about 30% of Louisiana cane sugar 
capacity was represented in the Bureau; cf. T. N. E. C., ibid., p. 116. 
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economic possibilities residing in a formally organized cooperation that 
aimed not to restrain competition, but to make it more informed and 
intelligent and less costly. When war-time economic controls were 
introduced after 1917, the desire of the War Industries Board to deal 
with associations representing a whole industry gave further impetus to 
trade association growth. By the end of the war there were probably 
some two thousand of these associations in existence. Some of them 
were weak or very limited in their functions, and their number declined 
during the following decade. By the time the Sugar Institute came into 
existence, there were probably between eight hundred and a thousand 
associations of importance in interstate industry. 19 The services per- 
formed by these organizations varied a great deal and in detail make up 
a long list. 20 It is possible, however, to classify the commonly performed 
services under a few headings, and the Sugar Institute undertook most 
of these general activities. 

Promotion Services 

Trade associations have undertaken various activities to promote the 
interests of the whole industry in a variety of connections. A number 
in the building trades have attempted to influence local building restric- 
tions affecting the use of particular materials. Others have served as 
lobbying agents around state and Federal legislatures. Tariff hearings 
inevitably attract trade association officials to Washington. Advertising 
has been an important function, particularly where the product of an 
industry is directly exposed to the competition of substitutes produced 
in other industries. 21 Since the demand for sugar had been declining 
during the twenties, and had probably suffered in 1927 from the adver- 
tising of one of the large cigarette companies urging consumers to “Reach 
for a Lucky Instead of a Sweet/ 7 it was almost inevitable that the Sugar 
Institute would undertake advertising for the industry. Members paid 
the Institute an assessment of fifteen cents per ton to provide for an 
advertising campaign to increase the demand for sugar. In 1929 and 
again in 1930 nearly seven hundred thousand dollars were spent for this 
purpose. 22 The program did not bring any striking result. Consump- 
tion of cane sugar increased about 4 per cent from 1928 to 1929, and 


19 National Industrial Conference Board, Inc., Trade Associations (New York, 
1925), p. 326. 

20 Simon N. Whitney, Trade Associations and Industrial Control (New York, 
Central Book Co., 1934), Chap. 2. 

21 Federal Trade Commission, Open-Price Trade Associations (Washington, D. C., 
1929), pp. 241-245. 

22 T. N. E. C. f Monograph No. 18, p. 116. 
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declined about 2 per cent in the following year. 28 It is quite possible 
that the expenditures prevented a further shrinkage in consumption, 
but at least the positive results were not great. 

Trade Statistics 

To act intelligently in competitive surroundings the producer needs a 
great deal of market information that individual firms may be able to 
get only through cooperation with others. The present and future de- 
mand and supply conditions of the whole industry are difficult for the 
individual to estimate, and yet are important for intelligent planning. 
A number of trade associations have undertaken as an important part 
of their work the collection and reporting of trade statistics. Data 
collected have usually covered the productive capacity of the industry, 
production, stocks on hand, orders received, shipments, unfilled orders, 
and other matters of concern to a particular industry. 24 Individual 
companies report to the secretary of the trade association as frequently 
as the industry deems desirable, and the statistics are compiled and 
reported back to the member companies and may also be made available 
to the trade generally through journals or newspapers. The reports 
may or may not be detailed. In some instances the statistics are re- 
ported for the individual firms, where in others only state or national 
averages are returned to the reporting companies. In recent years 
associations have tended to keep the information more general in order 
to avoid any appearance that supposed competitors are revealing de- 
tails of their business to one another in order to reach agreements 
restraining competition. 25 

With a dangerous over-capacity in the industry, the cane sugar refiners 
needed some means to adjust current production to demand if they were 
going to bring order and stability to their business. And through the 
Institute they undertook the collection of information on current trade 
conditions. Each company received weekly a report showing produc- 
tion and deliveries for the past week and stocks on hand, with its per- 
centages of the totals noted. And in addition, each company was in- 
formed of the weekly production and deliveries of each of its competitors. 
Other sales data were collected and the capacity of each refinery was 
reported from time to time. The only information made available to 
buyers of sugar through trade journals concerned total production and 
deliveries. Later, when the Institute was threatened with prosecution 


28 United States Cane Sugar Refiners' Association, op. cit., p. 11. 
24 F. T. C., Open-Price Trade Associations, p. 85. 

28 Cj. 262 U. S. 371, 390. 
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under the anti-trust laws, it made public some additional figures show- 
ing per capita consumption by states . 26 Because several of the large 
refiners objected, the Institute did not collect information on new busi- 
ness. On the whole, the refiners’ unwillingness to supply certain statistics 
and their desire for a direct control over price-cutting made the collection 
of trade statistics a matter of secondary importance in the work of the 
Institute. Its primary work concerned the pricing of sugar. 

Price Reporting 

When the modern trade association was first gaining popularity its 
greatest promise was that it would offer a means to make prices open 
to the whole trade. Destructive price-cutting arising from ignorance 
of competitive prices would be eliminated, and buyers and sellers would 
possess information needed for intelligent pricing . 27 If the prices re- 
ported to the secretary and then sent by him to members of the associa- 
tion were actual prices on sales which had taken place, the cooperation 
would not restrain competition, but would eliminate hidden price-cutting 
in the form of secret concessions and rebates. Discrimination favor- 
ing large buyers who played one seller off against another by falsely 
reporting offers of low prices would disappear and prices would be held 
at normal levels by the open information available to all. At the time 
the Sugar Institute was organized, there were in the neighborhood of one 
hundred and fifty of such open-price associations, although they had 
even then begun the move to make prices open only to members of the 
association. It might seem only reasonable to refuse the price informa- 
tion to companies that did not support the association, but the scheme 
lost an important part of its claimed virtue when buyers ceased to be 
informed. 

In this respect the Sugar Institute was free of guilt. Its open-price 
work merely continued reporting practices previously used by the in- 
dividual firms that made “basis” prices open to all. Refiners posted 
on their bulletin boards a price representing the cost of raw sugar and 
the refining margin. Any change by one company was quickly made 
known to other sellers and to buyers. The basis price, however, was 
usually nothing more than a wishful thought on the part of the refiners. 
Certainly through the twenties the common use of rebates and direct 
or indirect price concessions to individual buyers robbed the quotations 
of any significance. Only the weakest or the most absent-minded buyer 
thought of paying the quoted price. 

* 

26 T. N. E. C., Monograph No. 18, p. 121. 

27 Eddy, op. cit. t Chap. 10. 
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By agreeing to a so-called Code of Ethics members of the Institute 
set out to make the basis price really effective. Any form of price 
concessions was attacked by the following provisions: 28 

(1) All discriminations between customers should be abolished. To that end 
sugar should be sold only upon open prices and terms publicly announced; 

(2) The Institute condemns as unbusinesslike, uneconomic and unsound, any 
concessions made to purchasers on the basis of quantity purchased; 

(3) The following trade practices arc condemned as unethical, wasteful and 
unbusinesslike : 

(i) special allowances to buyers for services performed such as brokerage, 
storage, or advertising; 

(ii) split billings which allowed buyers to take delivery of sugar in carload 
lots and pay the carload freight rate while they paid for the sugar as if it were 
shipped at various times in less than carload lots; 

(iii) concessions which allowed the buyer to pay less than the all-rail freight 
charge except where the buyer insisted on using a less costly form of transport; 

(4) No options to purchase sugar at set prices should be given to buyers; 

(5) Sugar should not be left on consignment in the hands of buyers but 
should always be kept under control of the refiner; 

(6) Sugar should be sold under uniform sales contracts. 

The Institute was not satisfied merely to formulate this Code, but 
set out to “raise” the morals of the industry. Personal pressure and 
persuasion were exerted to get management officers and directors to 
adhere to the Code, and frequent meetings of the officers of various com- 
panies were promoted in order to remove distrust. Its efforts were suc- 
cessful, and the industry sold sugar to all buyers at the published basis 
price. Rebating that had on the average kept the effective price about 
three cents per hundred pounds below the basis price was effectively 
stopped. 

Services Affecting Production Costs 

While trade associations have generally shown a considerable interest 
in pricing policies, they have not neglected the cost problems of their 
industries. Their services have been of two general types: assistance to 
the individual firms with cost accounting problems, and a variety of aids 
designed to reduce costs of production. In 1916 the Federal Trade Com- 
mission reported that investigation showed that not more than 10 per 
cent of manufacturers and merchants actually knew their costs. 29 And 
at least half of them did not even make estimates, but priced goods 
according to what they thought competitors were doing or were going 
to do. Government price-fixing and excess profits taxation during the 

28 T. N. E. C., Monograph No. 18, pp. 119-120. 

2 ® F. T. C., Annual Report , 1916, p. 15. 
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war centered attention on this fact, and a number of trade associations 
undertook to improve conditions in their industries. Their work took 
two forms. They persuaded members of the association to adopt a rec- 
ommended form of cost accounting in order to get some uniformity in cost 
computations. Probably one-fifth of the general trade associations in 
existence during the twenties undertook work of this sort. A smaller 
percentage went further in trying to get individual firms to adopt a 
standard practice in the treatment of a number of cost items such as 
depreciation, overhead, and interest on capital. 30 A still smaller num- 
ber of associations circulated the cost of individual members throughout 
the membership. 

This last service offered individual companies a chance to compare 
their own costs with those of other producers, and might serve the 
second purpose of the association in allowing high-cost firms to effect 
economies. Other cost-reducing services, however, were of greater im- 
portance. Under the guidance of trade associations a number of in- 
dustries simplified or standardized their products so as to reduce 
materially costs of production or the costs of carrying very large in- 
ventories. The Associated Metal Lath Manufacturers, for instance, had 
been instrumental in reducing the varieties and sizes of metal laths 
from 128 to 24. Associations also performed a number of services for 
the industry which, if performed by individual firms, would have been 
very costly. Traffic bureaus were organized to advise individual com- 
panies on ways to reduce freight costs and to represent the industry at 
rate hearings. Credit bureaus have established credit ratings for cus- 
tomers and have given their members valuable information that in- 
dividually they would find difficult and costly to collect. The Federal 
Trade Commission found a typical service of this sort being performed 
by the Music Industries Association. Past reports from members had 
given the Association data showing the reliability of some twenty thou- 
sand retail music dealers, and individual members constantly used this 
information in their dealings with retailers. 31 

The Sugar Institute claimed the creation of a credit bureau as one of 
the purposes of its organization, and it carried on research into possible 
non-food uses of sugar at the Mellon Institute of Industrial Research. 82 
Such projects could have been pursued by individual firms, but duplica- 
tion would have been costly, and probably would have achieved smaller 
results. The Institute also attacked the existing high cost of holding 
sugar stocks at a large number of consignment points. It was able to 
get refiners to drop a number of them in the North and the South, but 

80 F. T. C., Open-Price Trade Associations , Chap. 4. 

81 lbid. f p. 223. 

88 C/. 297 U. S. 553, 577. 
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failed completely in the central states, where cane sugar met the competi- 
tion of beet sugar. On the whole its efforts were not very successful. 
Between 1927 and 1931 the number of consignment points actually in- 
creased from 344 to 468. 33 In general, the results achieved by the In- 
stitute in developing cost-reducing measures appear to have been very 
small — probably because it was not as interested in the work as were 
many other associations. 

EFFECTS OF THE INSTITUTED WORK 

The economic services which the sugar industry performed coopera- 
tively through the Institute largely concerned pricing policies. Pro- 
ducers in other fields found the trade association a much more valuable 
instrument than did the sugar refiners in improving the quality of 
market information, in eliminating costly and undesirable trade prac- 
tices, and in the performance of a variety of cost-reducing services. 
The important Code of Ethics did not touch such matters as misrepre- 
sentation or the defamation of competitors, or any of the great list of 
competitive practices that may be deemed unfair and uneconomical. It 
aimed merely to eliminate price concessions. It is true that open price- 
cutting is more to be desired than hidden concessions, but the work 
of the Institute resulted in a uniform pricing practice that was likely 
to be settled cooperatively and not competitively. And in addition, 
once the basis price was fixed, buyers found they were facing the com- 
bination of producers whenever they tried for lower prices. The In- 
stitute examined the accounts of refiners and distributors and, according 
to the Department of Justice, held trials of refiners suspected of code 
violations. 34 As a result, before they could get a single price concession, 
buyers had to attack the whole price structure resting on the use of 
nothing but the published basis price. 

The Basis Price 

Through the cooperation of refiners responsible for 70 to 80 per cent 
of cane sugar production, the Institute was not only able to control 
the price-making methods of the industry, but it inevitably influenced 
the actual prices that were set. In pre-institute days the refiners had 
announced their basis price, which applied to future sales until changed. 
They had customarily contracted to supply sugar at the current price 
for a period in the future running up to sixty days. Large buyers such 

M T. N. E. C., Monograph No. 18, p. 129. 

44 297 U. S. 563, 565. 
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as the manufacturers of Coca-Cola and Canada Dry ginger ale, and 
some chain stores and biscuit companies, were able to buy under even 
longer contracts. At the same time the refiners frequently gave the 
buyer a guarantee against price declines. Reduction in the basis price 
occurring before deliveries were made was extended to old contracts. 
These arrangements favorable to the buyer were ended about the time 
the Institute was organized. Contracts were limited to thirty days and 
the guarantee against price declines was withdrawn. 

This pricing practice allowed the refiners to apply the former higher 
basis to all existing contracts when prices were reduced. And it allowed 
individual companies to experiment with higher prices without loss of 
trade. A refiner could post higher prices which would be reported by 
the Institute to his competitors. If they failed to follow, little harm 
was done. He merely returned to the former basis. There was no 
evidence that members of the Institute actually agreed on prices that 
should be charged, but the pricing arrangement served to protect the 
basis price against reduction. In addition, while members attending 
Institute meetings were careful not to make agreements concerning 
future prices, they certainly discussed the existing basis price, and by 
no very devious implication reflected their opinions on future price 
policies. According to the Department of Justice the Institute itself 
supplemented its information service with propaganda designed to 
raise prices. 35 In the Circuit Court Judge Mack commented that the 
results achieved were sufficient evidence to show collusion in price- 
fixing. 86 The Supreme Court observed that there was also a “high 
degree” of cooperation between the Institute and the Domestic Sugar 
Bureau, although again there was no evidence that the two reached spe- 
cific agreements concerning the relative prices for cane and beet sugar. 37 

A comparison of sugar prices during the Institute period with those 
of earlier years suggests that cooperation paid well. There were fewer 
changes in the basis price, and the changes raised the level markedly. 
On the average, there had been forty-six changes a year in the five-year pe- 
riod before 1928, and only twenty-one in the five years before government 
prosecution of the Institute. 38 Some of this stability arose from smaller 
fluctuations in raw sugar prices, but cooperation seems to account for a 
considerable portion of it. And the margin between raw and refined 
sugar prices widened at the same time that stability was developing. 
This margin representing the refiners’ income per hundred pounds of 
refined sugar had been dangerously low. In the latter part of 1927 


85 Loc. cit. ♦ 

86 United States v. Sugar Institute, 15 Fed. Supp. 817, 888-890 (1934). 

87 297 U. S. 553. 584. 

88 Whitney, op. cit., p. 112. 
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it stood at 95 cents, and in January, 1928, with the appearance of the 
Institute, it jumped to $1.17 and then to $1.38. The companies co- 
operating in the Institute thereby transformed a 1927 loss of $250,000 
into a profit for the following year of over sixteen millions of dollars. 80 
|When adjustments are made to the margins earned in various periods, 
so as to remove the influence of changed price and cost levels, it appears 
that during the Institute period the industry enjoyed a margin at least 
one-third greater than during the war period when the margin was 
regulated to yield a fair profit to the refiners. 40 In view of the fact that 
the industry was using only about 60 per cent of its capacity, the in- 
crease in margin is very striking. And since evidence suggests that the 
demand for sugar is elastic, the higher prices indicate a lack of interest 
in the long-run welfare of the industry. 41 Apparently the refiners merely 
desired an end of price competition. 

Price Discrimination 

One of the avowed aims of the promoters of the Sugar Institute was 
the elimination of discrimination. The industry, however, seemed to 
have a strange idea of just what constituted discriminatory treatment. 
Too often it was confused with competition. Price reductions were 
condemned because all buyers were not equally able in wringing con- 
cessions from the refiners. And a number of the steps ostensibly taken 
to remove discrimination actually created it. Quantity discounts were 
treated as unethical, in spite of the fact that the cost of handling and 
marketing was lower for large sales than for small. Furthermore, when 
contracts for the delivery of sugar were limited to thirty days, large 
concerns were injured. Small buyers were satisfied with such contracts 
and were not hurt by the disappearance of long-term arrangements, but 
manufacturing companies using large amounts of sugar faced the danger 
of greater fluctuation in one of their important costs. And the refiners 
themselves suffered. While they increased their ability to change 
prices they lost the steadying effect on production given by long-term 
contracts. 42 Other customers were injured by the elimination of any 
allowance for the use of their own bags or for the return of used bags. 
Previously some buyers had saved as much as ten cents per hundred 
pounds by supplying their own containers. For fairness to buyers who 
found an advantage in the practice and for its obvious economy the 
allowance should have been continued. But the Institute saw in it, as 

* so t, N. E. C., Monograph No. 18, p. 120. 

40 Whitney, op. cit., p. 217. 

«C/. 15 Fed. Supp. 817, 8RQ. 

42 Ibid., p. 865. 
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in quantity discounts and long-term contracts, a means by which con- 
cessions might be wrung out of refiners. To Judge Mack it seemed 
obvious that the refiners deliberately turned their backs on economical 
methods of marketing . 48 

More serious discrimination developed in connection with the shipping 
of sugar. In the past, whenever competitive conditions had permitted, 
the refiners had charged some buyers discriminately high freight rates. 
Very generally sugar was sold at delivered prices made up of the basis 
price with an added charge for delivery. The addition, however, did 
not always equal the actual freight cost. In certain areas refiners 
shipped by way of low-cost waterway hauls on rivers, canals, or the 
Great Lakes, but charged the all-rail rate. And in many instances 
where all-rail routes were used, the added charge for freight did not 
equal the actual shipping cost. 

Buyers in the North central states 44 were supplied at delivered prices 
from refineries in Philadelphia, Baltimore, and New York. The actual 
freight costs per hundred pounds from Baltimore were one cent lower 
than from Philadelphia and three cents lower than from New York. 
But delivered prices from all three points were based on the freight cost 
from Philadelphia. Baltimore refiners made a profit of one cent on the 
freight charge, while those in New York had to use two cents of their 
refining income to cover their loss on the freight service. If the supply 
available from Baltimore for the central states were not sufficient to 
meet the demand at current prices, the Baltimore refiners with perfectly 
good reason could base their prices on the cost of marginal supplies 
coming from Philadelphia. If adequate supplies came from these two 
sources, and if New York refiners could sell in no other areas, they 
would be forced to make the best of a bad situation and sell at the 
Philadelphia delivered price. Until over-capacity became a problem in 
the twenties, no such excuse existed for the pricing arrangement which 
allowed New York refiners to charge discriminately high prices in 
their local market areas while they were dumping some part of their 
output at low prices in the central states. The refusal of refiners to 
stay in their natural market areas was a common phenomenon. Located 
on the seaboard, they persisted in reaching into the interior, where they 
met not only competition from the beet sugar producers of the Middle 
West and South central states, but competition from other seaboard 
refiners. At certain times and in certain areas the, company selling in 
a distant market was able to get prices high enough to cover the basis 

48 Ibid., p. 879. . 

44 In Central Freight Association territory, which includes roughly the area lying 
east of the Mississippi River, west of a line from Buffalo to Pittsburgh and north 
of the Ohio River. 
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price and the full freight cost, but generally the seller was forced to 
“absorb” some of the freight charge in order to reduce his delivered 
prices. But buyers in nearby markets were given no such concessions. 
They paid at least the full basis price and the actual cost of making 
delivery. For example, after 1917 Texas buyers were supplied from 
refineries located at New Orleans and from local refineries. They paid 
delivered prices covering the freight cost from New Orleans regardless 
of the origin of the sugar. Texas refiners, of course, made very attrac- 
tive profits. If supplies from New Orleans were needed to meet the 
demand in Texas, the local refiners properly enjoyed profits from their 
location, and local buyers were not injured. But they were injured when 
Texas refineries sold some of their supply in distant markets at delivered 
prices that did not cover their full refining and distribution costs. 

After 1920, traditional pricing policies were not maintained with any 
regularity, and by 1927 the refiners were engaged in a disorderly and 
planless price-cutting. The Institute went to work on the problem, 
and while it carefully refrained from acknowledging its work, it led 
the refiners to a restored use of the delivercd-price practice. Its success 
was particularly marked in two areas where competition had been most 
unruly. In the market areas reached by the shipping facilities of the 
Erie Canal and the Great Lakes, buyers had been able to pay the basis 
price at Eastern refineries and ship wholly or in part by the cheap 
water routes. Counsel for the trade association advised the refiners 
that the Institute could not legally organize a delivered price system, 
but the refiners individually could do so. Early in 1929 the American 
Sugar Refining Company announced that it would no longer quote prices 
for delivery to the buyer at the refinery. Other producers followed the 
lead, and delivered prices for the Great Lakes region became the rule. 

The freight charges levied were slightly below the all-rail rate, but 
markedly above the rate® on alternate routes. The charge for delivery 
at Cleveland was set at thirty-nine cents per hundred pounds, and sugar 
could be delivered by barge for twenty-six cents. And apparently the 
refiners shipped sugar to Chicago for twenty-eight cents, but added 
fifty-one cents to the basic price when they sold it. 45 Buyers at Green 
Bay, Wisconsin, also paid their tribute. It cost them about eighteen 
cents per hundred pounds to lose the privilege of taking delivery at the 
refinery. 

An outburst of competition in Alabama markets came to the same end 
under Institute tutelage. Buyers had been served from Savannah on 
the Atlantic coast and from New Orleans on the Gulf. Deliveries could 
be made from the latter point by barges using the Warrior River. 


« 15 Fed. Supp. 817, 849-850. 
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Competition reduced prices to the New Orleans basis plus barge rates. 
But cooperation was able to alter things. For about six months the 
Institute managed to lead the refiners into the use of delivered prices 
based on all-rail rates. The arrangement, however, seems to have been 
too artificial even for the cooperating refiners. Buyers were eventually 
allowed the economic advantages which their location on water routes 
gave them . 46 

While these two organized systems of discrimination existed it is ap- 
parent that the use of delivered prices created a discrimination in favor 
of customers near the refineries and in favor of those distant buyers 
who lacked the advantage of cheap forms of transportation. The 
restraint of competition which cooperation effected was particularly 
striking in these two instances, for the areas discriminated against con- 
tained markets in which a number of refiners tried to maintain a foot- 
hold. In the Great Lakes area, for instance, not only did supplies come 
from Baltimore, Philadelphia, and New York, but also from Western 
refineries. In commenting on the breakdown of cooperation in Alabama, 
Judge Mack expressed the belief that the discrimination would be 
restored unless the refiners were restrained by legal force . 47 

TRADE ASSOCIATIONS AND COMPETITION 

The restraint of competition and the artificial pricing system achieved 
by the Sugar Institute are by no means typical results of all trade 
association activity. In industries where competition is protected by 
the presence of a large number of companies producing similar products, 
cooperation between producers has frequently improved the character 
of competition without lessening the independence of individual firms. 
But even under the most favorable circumstances some of the most 
valuable work of the trade association may be used to restrain competi- 
tion. Cost accounting work, valuable in leading producers into an in- 
telligent pricing policy, in some cases has been used to fix prices co- 
operatively. Associations have published average cost figures for the 
industry, and these figures have come to be accepted as satisfactory 
prices or as minimum prices. At one time the Federal Trade Com- 
mission found the Maple Flooring Manufactured Association actively 
pressing members to use its published average cost figures in setting 
their prices . 48 And other associations have not even used actual av- 
erages, but have published a “typical” cost, suggesting its use as a 


48 T. N. E. C., Monograph No. 18, pp. 124-128. 

47 15 Fed. Supp. 817, 856. 

48 F. T. C., Open-Price Trade Associations, p. 174. 
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basic price. A trade association of flour millers in the Northwest col- 
lected cost figures and sent out to its members figures supposedly 
representing the average cost of milling flour in the area. Uniform 
prices based on these estimates were recommended, in spite of the fact 
that the reported average costs were above current prices which the 
millers were finding profitable. 49 In a number of other instances cost 
reporting has reduced price competition, and along with the use of 
specific cost figures has gone a considerable amount of propaganda against 
selling below cost. As a result prices have become more rigid, and the 
pricing independence of individual firms has been lessened. 

The reporting of other statistics has also been used to suggest prices 
or certain output policies to members. Average price figures may be 
used in an obvious fashion, and production figures may be presented in 
such a manner as to check any expansion. The Southern Pine Associa- 
tion, with some three hundred members, collected current statistics on 
production, shipments and orders, and in its reports to members showed 
how these figures compared with so-called normal figures. The material 
was presented in such a fashion as to stress the comparison of actual 
production with this norm, so individual companies were pressed not to 
expand their production beyond certain limits. The Millers’ National 
Federation made recommendations to its sizable membership directly 
urging that output be kept at 60 per cent of mill capacity. 50 Four as- 
sociations in the furniture industry employed a representative to issue 
a price bulletin showing the selling values of furniture, and used him 
to exert direct pressure on their members to adhere to the suggested 
prices. 51 

While a great deal of association work has been directed toward 
uniform output and price policies, there has been in many cases extensive 
work done to standardize credit and sales terms. Codes of ethics have 
been common, and frequently they inveigh against practices that con- 
tain no fault save that they are competitive. It is difficult to determine 
the general success met by associations containing some hundreds of 
members. They frequently are not able to force acceptance of the co- 
operative policy on all the firms, and policing of recalcitrants is not 
always possible, or, if it is undertaken, may meet with varying success. 
In spite of the handicap offered by large numbers, many associations 
have diluted their valuable economic services with practices and pres- 
sures designed to control or eliminate various forms of competition. 82 

49 F. T. C., Competition and Profits in Bread and Flour (1928), p. 362. 

50 F. T. C., Conditions in the Flour Milling Business (1932), p. 24. 

51 F. T. C., Report on House Furnishings Industries f Vol. I, Household Furniture 
(1923), p. 86. 

* 2 C}. T. N. E. C., Monograph No. 21, Competition and Monopoly in American 
Industry (1940). pp. 234-267. 
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Where only a few companies are present in the industry, the trade 
association, in developing and shaping cooperation to restrain competi- 
tion, will largely lose sight of the functions that might give it economic 
justification. It is obvious that the Sugar Institute had little interest 
in performing economic services for the sugar refiners. The emphasis 
on pricing practices and policy was not fortuitous. It grew out of 
the essential purpose of the association. Other associations in like 
circumstances show the same objective. In one instance twenty-five 
firms representing all the Florida and Georgia producers of wooden con- 
tainers for fruits and vegetables organized the Standard Containers 
Manufactured Association with no other apparent purpose than the 
restraint of Competition. Curtailed production allotments were made 
for each producer, and the Association policed its members by means of 
reports from the individual firms. 68 The possible economic advantages 
to be found in cooperation seemed of little or no interest to the Associa- 
tion or its members. 

Either a partial or a thorough-going restraint of competition arises so 
frequently out of trade association activities that it cannot be con- 
sidered rare or exceptional. Between 1920 and 1940 there were instances 
in one hundred and thirty-five industries where the Federal Trade 
Commission or the Courts found trade associations setting price or out- 
put policies. 64 As this number includes no private suits and only one case 
under state anti-trust laws, and since a number of cases of illegal co- 
operation have unquestionably escaped prosecution, the extent of the 
restraint is considerably larger than the figure suggests. In spite of the 
important abuse represented, it is still true that the majority of trade 
associations direct their efforts to perfectly desirable ends. It is im- 
possible to estimate the proportion of association work that leads to 
monopolistic results, but it seems safe to say that probably as high as 80 
per cent of it is innocent of restraint. 

It is possible that even when conditions are not favorably disposed 
for competition, legal force may direct the cooperation into valuable 
channels. The Sugar Institute was found guilty of unreasonable restraint 
of trade, but the Courts did not order its dissolution. They did, how- 
ever, enjoin the association from using forty-five specifically named 
practices. The refusal to sell on any basis save delivered prices was 
enjoined along with a number of other practices that had been used 
to develop discrimination. The list of prohibitions is an extensive one, 
and the Court missed few of the restrictive practices -of the past. Oper- 
ating under such restrictions, the industry may give up the attempt to 

88 F. T. C., Order, Docket 3289 (1940). 

54 T. N. E, C., Monograph No. 21, pp. 235-240. 
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continue a formally organized cooperation, or it may continue in order 
to realize the real economic advantages of cooperation. Imperfect con- 
ditions for competition, of course, still exist. A mere dozen companies 
make up 95 per cent of the industry. The Court order is useful only 
because it makes difficult the organization of a rigid system of monop- 
oly practices. In other circumstances, however, prosecution may elim- 
inate the undesirable forms of cooperation and restore a fair measure 
of competitive independence. 



26 

Milk, Anthracite Coal, and Sulphur 


VViUVVWUVV\UWVVWWVVVVWVVVVUVWW\VVVUVVVVVU\VV\\VW\V\\WVVVVV\W\\UVVVVVVVVV\\WVVV\WWVVVV\VVVVVUVVW\W 


THE SALE OF FLUID MILK IN CHICAGO 

In many instances, farming and the sale of farm products offer 
some of the best examples of competitive individualism at work, but 
various farm products have not escaped the effects of concentration. 
Cattle-producers and beet-growers and others have run into monopolistic 
or imperfect markets in the sale of their products. The sale of citrus 
fruits and various other fruits and vegetables has been controlled in 
varying degrees by selling associations. Recently, one of the most 
valuable farm products, milk, has come under non-competitive controls. 
It is a valuable prize for the monopolist. Its two-billion-dollar annual 
value not only exceeds that of any other farm product save meat 
animals, but compares favorably with the annual values produced by 
the major industries. 1 

Before 1900, milk production and sale were in the hands of a large 
number of small dairy farmers who produced milk, butter, and cheese 
for their local markets. Gradually, as cities came to require the 
pasteurization of milk, and consumers called for expensive delivery 
services, the industry came under the control of large incorporated 
businesses. 2 At present the two large distributors of milk, butter, ice 
cream, and cheese are the National Dairy Products Corporation and 
the Borden Company. The former was organized as a holding com- 
pany in 1923. Fifteen years later its total assets exceeded one hundred 
and ninety-nine million dollars and it owned the capital stocks or 
the physical assets of three hundred and sixty operating companies.* 

1 For 1939 the cash income from farm marketing was 878 million dollars for all 
grains; 609 million for cotton and cotton seed; 413 million for fruits; 264 million for 
tobacco; 22 billion for meat animals; and 1.4 billion for dairy products. Cf. Bureau 
of Agricultural Economics, Monthly Estimates of Cash Farm Income and Govern- 
ment Payments, April, 1940, p. 11. 

2 Pasteurization was required by Chicago in 1910 and by New York in 1912. 

* Hearings before the Temporary National Economic Committee, Congress of the 

United States, Part 7, p. 3201 (1939). 
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Among these were the largest fluid milk and ice-cream distributor in 
the New York metropolitan market and the nationally important Kraft- 
Phenix Cheese Corporation. Its acquisitions allowed the company to 
handle about 10 per cent of the total milk sold in the United States, and 
gave it control over 20 to 60 per cent of the milk distributed in the cities 
where it operates. 

Originally concerned with the manufacture and sale of condensed 
milk, the Borden Company also expanded into other dairy lines. In 
1927, however, it was still comparatively small, owning three fluid milk 
distributing companies, seven manufacturing and selling companies, and 
twenty-five other subsidiaries. In the next five years it acquired two 
hundred and seven separate enterprises engaged in producing and mar- 
keting various dairy products, issuing over two million shares of its 
common stock to make most of the acquisitions. 4 In 1936 it gave up 
the holding company organization and took over the actual assets of 
most of its subsidiaries. 5 

Since these two large concerns handle only about 15 per cent of the 
fluid milk marketed in the United States, they have not established 
any nation-wide monopoly control. In a number of specific markets, 
however, their combined control was too large to permit competition to 
work. Around 1939, they handled between 60 and 90 per cent of the 
fluid milk sold in Baltimore, Milwaukee, Detroit, Akron, and Madi- 
son. 6 

Under these conditions competitive independence is certainly lost, 
even if the companies do not develop definite agreements to restrain 
competition. Each seller in setting his price and output policies must 
not only consider his cost of production and the demand for milk, but also 
he must give due consideration to what the other large producer may do. 
When the firms are so large, change in their policies becomes the most 
important market factor. In this case, the two large firms are forced 
to coordinate their price and output policies very carefully. The result 
may not be outright monopoly, but it certainly is not competition in the 
traditional sense. 7 According to the Federal Trade Commission, there 


4 F. T. C., Report on the Sale and Distribution of Milk and Milk Products Through 
Certain Farmers' Cooperatives in the New York Metropolitan Area and by Nation- 
Wide Distributors, 1936, Appendix, Table III. 

5 Report on the Sale and Distribution of Milk Products and Milk in the New 
York Milk Sale# Area and on the Operations of Nation-Wide Processors and Dis- 
tributors of Milk Products with Headquarters in New York ; House Document No. 
95, 75th Congress, 1st Session (1936), p. 158. 

6 T. N. E. C., Part 7, Exhibits 359 and 360, submitted by the Federal Trade Com- 
mission, pp. 3127-3128. 

r Return on the invested capital of the National Dairy Products Corporation was 
17.5% in 1929; 14.8% in 1931; 62% in 1933; and 8.5% in 1935. 
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is no price competition in these cities, either in the purchase of milk 
from farmers or in the sale of milk to consumers. 8 

In other markets the concentration of business has allowed producers 
to organize a thorough-going monopoly. Chicago presents itself as an * 
unfortunately good example. The Borden subsidiary, Borden-Wieland, 
Incorporated, and the Bowman Dairy Company supply the city with 
about 50 per cent of its fluid milk. 9 This in itself need not have meant 
a complete throttling of competition. It did, however, create a base 
on which five organizations worked together to build an extensive co- 
operation. 

Under an ordinance of the City of Chicago all farms producing milk 
for sale in the city must be approved by the Board of Health. Some 
fifteen thousand approved farms in Illinois, Indiana, Michigan and 
Wisconsin supply Chicago’s milk needs. The producers on these farms 
were organized in the Pure Milk Association, and this organization 
became the sole marketing agent for its members. 

Approximately 65 per cent of the milk delivered to the city was taken 
by ten large dairy companies for pasteurization, bottling and distribu- 
tion in the Chicago area. These distributors were members of and 
controlled a second organization, the Associated Milk Dealers, In- 
corporated. They also controlled a third organization, the Milk Dealers 
Bottling Exchange, which collected and then distributed bottles and con- 
tainers to their various owners. 

Milkmen engaged in delivering milk were members of the Milk 
Wagon Drivers Union, an affiliate of the American Federation of Labor. 
Approximately 75 per cent of the Union members were employed by 
the large dairy companies. 

The last group that appeared in the picture was the Chicago Board 
of Health. In administering the milk ordinances of the city it was in a 
position to influence seriously the number of farms permitted to supply 
milk, the individual farms that should be approved, and the particular 
dairy companies permitted to do business in the city. 

After four months of study a Federal Grand Jury returned an in- 
dictment charging that these groups conspired to monopolize the milk 
industry in Chicago. 10 It was charged that the farm producers through 
the Pure Milk Association, and the large distributors through Milk 
Dealers, Incorporated, conspired to set both the prices which should be 
paid to all producers and the prices at which milk should be retailed in 
Chicago. Independent producers and distributors were forced to accept 
these same prices or suffer certain undesirable consequences. Distribu- 

8 House Document No. 95, 75th Congress, 1st Session (1936), pp, 67, 73, 106, 109- 
114. 

8 T. N. E. C., Part 7, p. 3203. '• * 

i° Department of Justice Release, November 15, 1938. 
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tors who persisted in the mistaken belief that they had the right to 
determine their own policies found that they were unable to get their 
bottles back from the Bottling Exchange without considerable delay and 
trouble. They met threats and actual violence from the Milk Wagon 
Drivers Union, and discrimination from the Board of Health. 

With this control established, the major distributors carefully fixed 
the total quantity of milk brought into Chicago, and refrained from 
competing with one another in the retail market. At the dictation of 
the large dairy companies, the Pure Milk Association refused to sell 
to any independents who were rash enough to try to sell to customers 
of their friends in the Associated Milk Dealers. And the labor union 
rallied to the cause with its contribution of violence. 

Under this set-up the industry suffered the typical effects of oligopoly. 
The door was virtually closed to the entry of independent distributors 
and new farm producers. Prices to consumers remained high and were 
affected badly by the discrimination directed against the sale of milk 
in stores. The large distributors continued the expensive door-to-door 
delivery system and kept the retail price of milk for store sale at a 
high level so as to discourage this method of distribution. 11 In 1933 
and 1934, before store sale was controlled, milk sold in stores for as 
low as six or six and one-half cents a quart, as against almost double 
this price for house delivery. 12 

Despite its participation in the cooperative scheme, the Pure Milk 
Association failed to improve the lot of its members. In spring and 
early summer, when supply was likely to increase, the big dairy com- 
panies did take the members’ entire milk production, but they continued 
the common practice of paying a price below the fluid milk price for the 
surplus that was used for ice cream, butter, cheese and canned milk. 
And when he delivered his milk, the farmer was not permitted to know 
what average price he was receiving. 

The monopolistic organization had an opportunity to make two valu- 
able contributions to the Chicago milk industry. It made neither. 
Firstly, it might have reduced the heavy competitive waste that exists 
when five, ten or more companies send milkmen through the same dis- 
tricts. By consolidating routes and eliminating competitive distribution 
it could have reduced milk costs by at least two cents a quart. But the 
large distributors seemed little interested in such economies. 

Secondly, it might have improved the adjustment of production to de- 
mand. Over-production and cut-throat competition have appeared in 


11 At times rocks were thrown through the windows of milk shops and red ink 
splashed over the properties. Cf. T. N. E. C., Part 7, pp. 2785-2786. 

12 Testimony of Doctor Frederic C. Howe, former Consumers’ Counsel for the 
Agricultural Adjustment Administration, T. N. E. C., Part 7, p. 2785. 
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almost all the metropolitan milk markets at one time or another, and 
the farm producers, in particular, have suffered. 

A central control such as existed in Chicago could make a long-run 
adjustment of supply to demand. But the combine could not see any 
farther than its high prices. It did adjust production to the quantity of 
milk the buyers would take at ten to twelve cents a quart, but it never 
considered the possible quantities that might have been taken at prices 
between seven and ten cents. It is very probable that a price in the 
latter range, without expensive delivery service, would have permitted a 
far larger number of producers to remain in the field while satisfactory 
profits were earned by all. 

When charged with monopoly in the Federal District Court, Northern 
District of Illinois, the defendants escaped. 13 They managed to persuade 
the Court that one small portion of the charge was invalidated by a de- 
fect in pleading and that the major charges were invalidated by the 
Agricultural Marketing Agreement Act of 1937. This legislation gave 
the Secretary of Agriculture the power to control and regulate the milk 
industry through marketing agreements entered into by the Secretary 
and producers. The Court held that the industry had been set aside for 
special treatment and hence could not be brought within the purview of 
the Sherman Act. 

The Supreme Court could not be persuaded to take the same view. 
It commented that the judgment of the lower court expressly overruled 
any demurrers and motions to quash the charges so far as they chal- 
lenged “the sufficiency of the allegations of unlawful conspiracy, and also 
so far as it was contended that interstate commerce was not in- 
volved. . . 14 And it maintained that only specific marketing agree- 

ments actually entered into by producers and the Secretary of Agriculture 
were beyond the reach of the Sherman Act. When the protection of the 
Secretary’s supervision was absent, the anti-trust laws existed as the 
safeguard for the public against arbitrary and injurious agreements. 

ANTHRACITE COAL 

Approximately two billions of dollars are invested in American an- 
thracite mining properties, but most of the industry is concentrated in 
only five counties of northeastern Pennsylvania. From this area cover- 
ing less than five hundred square miles comes over 95 per cent of a 


18 United States of America v. The Borden Company et al., 28 Fed. Supp. 177 
(1939). 

14 United States v. Borden Company et al., 308 U. S. 188, 192 (1939). 
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product which in 1940 stood third in value among the minerals produced 
in the United States. The producing regions are not continuous. They 
are separated by mountains into three areas. The middle one, known as 
the Lehigh Field, is the smallest, and covers less than fifty square miles. 
Next in size is the northern or Wyoming Field, and the largest is the 
southern or Schuylkill Field. 15 Although the individual mines are con- 
centrated geographically, they exist in sufficient number to make pos- 
sible a considerable competitive independence. Competition, however, 
has appeared only sporadically. The industry came under the sway of 
four successive controls that brought the properties together in large 
ownership blocs and developed various forms of cooperation. 

The Form of Cooperation 

Canal companies wore the first to suppress competition. The coal 
areas were situated near Eastern markets, being about two hundred and 
fifty miles from Pittsburgh and Buffalo and only about half that distance 
from New York and Philadelphia, but their exploitation depended on the 
development of cheap and dependable transport. This was provided in 
the early nineteenth century by canals. In 1820 the Lehigh River Canal 
carried a few hundred tons of coal to Philadelphia, and five years later 
the completion of canals on the Schuylkill River offered another route 
to that city. 16 When the Delaware & Hudson Canal was built from the 
northeastern section of the coal areas eastward to the Hudson River, 
markets were opened up in New York City and throughout New York 
State. But no sooner did mining begin to expand than it came under 
the control of the strategically-placed canal companies. The Delaware 
& Hudson and the Lehigh Coal & Navigation companies were not satis- 
fied to stay in the canal field, but expanded rapidly as owners of coal 
mines. 17 They acquired large reserves of coal and then charged excessive 
rates for transportation, so as to cripple the operations of independent 
mining companies. 18 Investigations by the Pennsylvania legislature 
showed the dangers resident in the union of canal and coal properties, 
but unfortunately nothing was done to prevent the development. 

Between 1840 and 1860 railways successfully challenged the canals, 


15 Anthracite deposits are found in small quantities in Colorado, New Mexico, 
Rhode Island, Massachusetts, Washington, Arkansas and Alaska. 

16 Jules I. Bogen, The Anthracite Railroads (New York, The Ronald Press Co. 
1927), pp. 7-10. 

17 Eliot Jones, The Anthracite Coal Combination in the United States (Cambridge, 
Mass., Harvard University Press, 1914), pp. 20-21. 

18 In contrast, the Schuylkill Navigation Company, having no charter rights to 
engage in mining, reduced its tolls to develop its transportation business. 
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but anthracite mining did not escape from control ; it merely exchanged 
an old master for a new and stronger one. In 1842 the Philadelphia & 
Reading Railroad Company completed a line parallel to the Schuylkill 
Canal from the southern field to Philadelphia. In less than ten years 
it was carrying three times the volume of coal carried by its waterway 
competitor. For some years it confined its activities to transportation, 
but fear of competition, dissatisfaction with labor, and financial troubles 
in the mining companies led it into the coal business. Under its charter 
the railroad was unable to own coal properties, but through stock con- 
trol of the Philadelphia & Reading Coal and Iron Company it tied up a 
number of mining companies. By 1880 it owned over one hundred thou- 
sand acres of coal lands, which it had bought at excessive prices, and 
was in bankruptcy. Despite its financial troubles, the railroad con- 
tinued to aim at control of all mining in the southern field, and acquired 
a number of good and bad properties. Costly expansion forced it into 
two reorganizations. Before 1900 the railway and coal properties were 
under the control of a banking group headed by J. P. Morgan. A new 
corporation, the Reading Company, capitalized at one hundred and forty 
million dollars, was organized to hold the stocks and bonds of the Phila- 
delphia & Reading Railroad and the Philadelphia & Reading Coal & Iron 
Company. The holding company also acquired control of the Central 
Railroad of New Jersey, which in its turn controlled important mining 
companies. 19 

Before the Philadelphia & Reading developed its control in the south- 
ern field a similar concentration had occurred in the other coal regions. 20 
The pioneering railroad in the north, the Delaware, Lackawanna & 
Western, was limited by its charter to the ownership of one thousand 
acres of coal lands, but by means of modifications in the charter and by 
stock ownership of coal companies it became an important operator. 
Similarly the Lehigh Valley Railroad, with no charter privileges to own 
coal properties, acquired a large area of coal lands and consolidated them 
in the Lehigh Valley Coal Company. 

By 1910 railroad control was almost complete. Six companies owned 
close to 90 per cent of the existing reserves and marketed about three- 
quarters of the annual supplies of anthracite. As appears in the follow- 
ing table, three of the six far outstripped the others. 21 


10 In 1904 the Pennsylvania Railroad acquired control of the Philadelphia & Read- 
ing as a move toward bringing all the anthracite roads under a holding company. 
The Northern Securities decision ended the scheme and the distribution of shares 
left control of the Philadelphia & Reading in the hands of the Widener family of 
Philadelphia. 

20 C/. United States v. Reading Company ct al, 253 IT. S. 26, 30-48 (1920). 

21 United States v. Reading Company, 226 U. S. 324, 339 (1912). 
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TABLE 20 

Railroad Ownership op Existing Anthracite Coal Reserves, 1910 


Name of Controlling Company 

Percentage of Unmined 
Area of Anthracite 

The Reading Company 

44.0 

Central Railroad of New Jersey 

19.0 

Lehigh Valley Company « 

16.87 

Delaware, Lackawanna and Western Company 

6.55 

Erie Railroad 

2.59 

New York, Susquehanna and Western Railroad 

.54 

Total .... .... 

89.55 


These companies avoided any possible competitive conflicts by various 
means. Between 1873 and 1898 a succession of pooling agreements as- 
signed allotments to each of the carriers, with penalties for those carrying 
in excess of their quotas. The output was restricted and prices were 
held up to monopoly levels, except in short periods when the agreements 
broke down. 22 In 1898, to prevent the construction of a railroad by inde- 
pendent coal companies, the railroad-coal companies utilized the Temple 
Iron Company to acquire coal properties from which traffic would origi- 
nate for the proposed railway. After stifling the threatened competition, 
the large operators used this commonly-owned company as a coordinat- 
ing agency. Their officers made up its board of directors, and it con- 
tinued a cooperation similar to that effected during the period of pooling. 

Agreements were reached with independent coal companies whereby 
their supplies of coal, representing about 20 per cent of the total sales, 
were marketed by the dominant railroad companies. The small oper- 
ators were paid 65 per cent of the price realized on the market, which 
was more than they could have obtained if they had paid transportation 
and handling costs and sold independently at the seaboard. Payment 
of a favorable price was apparently worth while from the viewpoint of 
the carriers, since the arrangement gave them complete control of the 
market. 

In 1906 the commodities clause of the Hepburn Act forbade railroads 
to transport in interstate commerce goods which they produced or owned. 
A government suit against the Reading Company reached the Supreme 
Court, and that Company and the Central Railroad of New Jersey were 
forced to give up their ownership of coal properties. 23 A similar decision 

22 Jones, op. tit ., pp. 40-58. 

22 253 U. S. 26 (1920). 
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was rendered against the Lehigh Valley Railroad. The Pennsylvania 
and the Delaware & Hudson voluntarily disposed of their holdings. In 
the meantime, suit under the Sherman Act had forced dissolution of the 
Temple Iron Company. 24 

These developments shook the anthracite mines free of railroad con- 
trol, but a community of interest between the large coal companies 
merely replaced railroad control in subduing any competitive impulses 
the industry might have had. Coal companies producing about 15 per 
cent of the annual output of anthracite continued after 1920 under rail- 
road control, and these and other mining railroad companies continued to 
be connected through common financial control. Financial interrela- 
tions, working through a confusing mass of inter-related directorates, 
maintained the cooperation formerly organized by direct railroad owner- 
ship of the mining properties. 26 In the twenties, various consolidations 
increased the predominance of a few large mining companies. 20 Cooper- 
ation in pricing seems to have been accepted by these large concerns 
through acceptance of the Reading Company as a price leader. 27 At 
times smaller producers sold at prices above or below those of the large 
companies, but their pricing policies were shaped considerably by those 
of the leader. 28 

In 1939, informal cooperation gave way to a well-organized procedure. 
With the assistance of the governor of the state, the large coal operators 
set up an organization to control the output of the various companies. 
Working through a committee, they limited production by regulating the 
number of days the mines could operate each week. In at least two 
weeks the decision was reached that no mining should be done, and in 
other weeks production was carried on for a varying number of days. 
Governor James played an important part in the maintenance of this co- 
operation. All the independents were not cooperative, but they found 
the Governor able and apparently willing to persuade them to accept the 
virtues of cooperation. In March, 1939, The Black Diamond , trade 
journal for the industry, showed the value of the Governor to the large 
mining companies. All the operators knew that the state Bureau of 
Mines would not find it difficult to discover grounds on which a mine 


2 * 226 U. S. 324. 

25 T. N. E. C., Competition and Monopoly in American Industry (1940), Mono- 
graph No. 21, p. 180. 

26 In the early twenties the Morgan financial interests had representatives on the 
boards of all the coal-carrying railroads and of all the large coal companies. 

27 Common practice seems to have been the issuance on the first of April of a 
price list by the Philadelphia & Reading Coal & Iron Company. These prices were 
accepted by the other large companies as base prices for the year. C/. Bogen, 
op. cit., p. 237. 

28 Bums, The Decline of Competition , p. 129. 
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might be closed for failing to observe exactly all the requirements of the 
mining laws of the state. And apparently without bothering with any 
subtlety, the head of the state indicated that companies refusing to co- 
operate in the restriction plan would find that their mines did not pass 
inspection by the Bureau. 29 

In January, 1940, with the continued assistance of Governor James 
and with new aid coming from the United Mine Workers, a carefully 
administered market-sharing arrangement was organized. To a control 
committee of nine the Governor appointed three representatives and 
chose six members from lists presented by the operators and the labor 
union. Proposals for production quotas for the whole industry are made 
weekly by another committee representing the operators. Of the four- 
teen members on this production committee, at least seven are named by 
the large companies. The total quota is broken down into specific 
weekly production allotments for each company, on the basis of the 
percentage of the total production which the company mined in the tw’O 
or three years before 1910. Although there is no price-fixing machinery 
in the set-up, it is inevitable that the cooperation will affect prices. The 
committees have no legal standing, but with the Pennsylvania Bureau 
of Mines and the United Mine Workers promising trouble for any non- 
conformist, they possess sufficient power to enforce their decisions. 

The Effects of Cooperation 

It is apparent that independent coal companies have controlled a suf- 
ficiently small portion of the industry to allow the railroad coal compa- 
nies to ignore them. Limited ownership of coal lands has prevented the 
small company from being much of a danger, so cooperation has been 
shaped by the interests of the few large producers. Since there is a con- 
siderable difference in the cost of mining and in the financial strength 
of the several cooperating companies, their interests might be variously 
served. But any possible conflict on price or output matters has been 
successfully resolved. Peace seems to have been maintained by grant- 
ing the place of price leader to the Philadelphia & Reading Coal & Iron 
Company. The mines of this company are among the most costly to 
operate, and being a large producer, it would have to be satisfied before 
cooperation would be successful. 30 It is quite possible that lower prices 
and larger sales would have better served the interest of others in the 
group, but results that did not satisfy th,e Reading Company almost cer- 
tainly would put an end to cofiperation. 

29 T. N. E. C., Monograph No. 21, pp. 181-182. 

80 Report of the United States Coal Commission (Washington, D. C., 1923), Part 
I, p. 85. 
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Prices among the large companies have been uniform, and have been 
higher in periods when cooperation was effected than in the few periods 
of competitive pricing. 81 From 1900 to 1913, except for seasonal varia- 
tions, the price of domestic anthracite remained remarkably stable, and 
then rose very sharply until 1924, when a new level was maintained until 
the middle of 1929. Severe depression conditions in 1932 only reduced 
the wholesale price of anthracite by 10 per cent, and high prices were 
current after the depression. 82 At various times it was quite obvious 
that the large companies were maintaining prices that did not equate 
demand to supply. In certain periods independents have been able to 
get prices measurably above those of the cooperating group, and in others 
have cut prices in order to move their supplies. 83 

Cooperation has brought to most of the large companies earnings that 
are more than normal. Some of the largest returns have been earned on 
the coal holdings of the Delaware, Lackawanna & Western Railroad. 
Before the sharp increase in coal prices after 1913, the railway was earn- 
ing dividends of almost 30 per cent. Two-fifths of its revenue came from 
coal properties. In, 1921 its holdings were organized in the Glen Alden 
Coal Company, and prices were good enough to permit dividends of ten 
dollars a year on stock that had been sold to the railroad shareholders 
at five dollars a share. 34 The earnings of the leader have been more 
modest. But in spite of operating high-cost mines, it was able for years 
to carry excessive holdings of reserve ore and pay to its railway associate 
transportation rates high enough to allow very profitable operations. 35 
Since 1930 the large companies have generally been in trouble, but com- 
petition has come from outside the industry to affect adversely the total 
sales of anthracite. 36 

The coal operators have been able to prevent price competition in 
their industry and to apportion sales satisfactorily, but they have not 
been able to prevent their total sales from declining. Normal commer- 
cial production in the years before 1926 stood close to eighty million 
tons; since then sales have declined steadily. By 1932 only forty-six 
million tons were marketed, and although some improvement occurred 
with better business conditions, the trend seems to have continued. The 

81 Cf. Jones, op. cit ., p. 44; Burns, op. cit., pp. 118—120. 

82 T. N. E. C., Monograph No. 21, p. 181. 

88 Burns, op. cit., p. 126. 

84 Harry W. Laidler, Concentration of Control in American Industry (New York, 
T. Y. Crowell Company, 1931), pp. 5&+5 9. 

88 Report of the United States Coal Commission, Part I, p. 85. 

88 Richard Ramsay Mead, An Analysis of the Decline of the Anthracite Industry 
since 1921 (Philadelphia, PhD. Thesis, University of Pennsylvania, privately printed, 
1935), p. 35. 
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reason for the decline is found in the growing importance of competi- 
tive fuels. 87 Coke, fuel oil, and bituminous coal are offering the com- 
petition that the large coal companies have prevented in the sale of 
anthracite. Coke produced from bituminous coal has been made more 
cheaply in recent years, as a result of lower prices for bituminous and 
increased realization from the sale of by-products. The improvement 
of oil-furnaces and the strong marketing efforts of furnace manufacturers 
have made fuel oil a strong competitor, while lower prices and improve- 
ments in the form of automatic stokers have strengthened the position 
of bituminous coal. 

Improvements in utilization, aggressive marketing, and relative prices 
account for the rise of these competitive fuels, and in large part account 
for the decline of anthracite. 88 And cooperation in the anthracite indus- 
try unquestionably has prevented anthracite from checking the last two 
causes. Prices have been held at unreasonable levels and market-shar- 
ing has almost surely blunted the marketing aggressiveness of the large 
anthracite companies. • 

The producers responsible for cooperation have borne much of the 
brunt of the declining market. In 1923, the eight “railway” coal oper- 
ators produced close to 74 per cent of the total commercial production, 
but in 1937 less than 65 per cent. 39 Independents probably improved 
their position by the use of price reductions which were not met by the 
cooperating group. 40 Their amicable arrangements have not solved the 
problems presented by the rise of competitive fuels and the growth of 
independent production, but the large companies have managed to keep 
their positions relative to one another. In good years and bad each 
company continues to produce about the same percentage of the total 
produced by the whole group. 41 Unfortunately, while competition at 
present is disturbing the cooperation, it may be preparing more restraints 
for the future. Independents are using their coal reserves more rapidly 
than are the large companies, and the day may not be far distant when 
the large companies may more than regain their losses of recent 
years. 


87 Cf. National Industrial Conference Board, The Competitive Position of Coal 
in the United States (New York, 1931). 

88 Improvement in the quality of anthracite accounts for some of the trends, while 
mild winters and depression conditions would explain some of the decline in par- 
ticular years. 

89 T. N. E. C., Monograph No. 21, p. 181. , 

40 Over a ten-year period the output of railway mining companies dropped from 
approximately fifty-two million tons to thirty-two, while the output of independent 
companies dropped from 18.6 millions to 17 millions. 

41 Mead, op. cit., Table V, p. 30. 
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SULPHUR 

Sulphur is a chemical element of prime importance in the manufacture 
of rubber, chemical products, pulp and paper, explosives, insecticide, 
paint and varnish, and many other commodities. 

It is obtained from three domestic sources and from the importation 
of pyrites. 42 The principal domestic source of supply is natural sulphur 
coming from deposits in Texas and Louisiana, with minor contributions 
from California and Utah. Domestic pyrites constitutes the second 
source of supply. And some sulphur is obtained from the chemical treat- 
ment of other sulphide ores, such as copper and zinc; from sulphate ores, 
such as barite and gypsum ; and from various fuel gases. 

In 1940, private enterprise in the United States produced about 3,500,- 
000 long tons of sulphur, exclusive of relatively small amounts recovered 
as sulphuric acid. About four-fifths of this production was sulphur in 
its native state. About 13 per cent, came from domestic pyrites and gas 
by-product. The balance was derived from the reduction of imported 
pyrites. Domestic production was sufficiently large to permit the ex- 
portation of 800,000 tons of crude and refined sulphur and, at the same 
time, to add several hundred thousand tons to the industry’s stock pile. 

Forty years ago the situation was quite different. American industry 
was using much less sulphur, and it relied heavily on foreign sources for 
its supply. Pyrites came largely from Spain and natural sulphur from 
Italy. At that time the chemical industry relied on pyrites for the pro- 
duction of sulphuric acid and, consequently, was dependent on the 
Spanish supplies. Other industries, using natural sulphur, bought their 
requirements from the rich Sicilian mines where Anglo-Italian interests 
maintained a virtual world monopoly. 

Our dependence on foreign supplies was due neither to the lack of 
sulphur in the United States nor to ignorance as to its location. We had 
long known that rich deposits underlay the doming of the strata of the 
Gulf Coastal Plain in Louisiana and Texas. 43 The geophysical cpndi- 
tions were such, however, that the sulphur was inaccessible. The treach- 
erous quicksand which overlay the layers of natural sulphur and the 
poisonous gases which exuded from the deposits made the known meth- 
ods of shaft mining impracticable. 

In the nineties real progress was made towards the ultimate exploita- 
tion of the Texas-Louisiana deposits. A petroleum research worker, 
Herman Frasch, devised a method in 1891, and constant experimentation 

42 Compounds of iron and sulphur, copper and sulphur, etc. 

48 Joseph E. Pogue, The Mineral Industries of the United States, United States 
National Museum, Bulletin 102, Part 3, Sulphur (Washington, D. C., 1917), p. 6. 
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and improvement brought it into actual use in 1903. Frasch’s method 
consists of sinking a structure of four concentric pipes into the sulphur 
deposits far below the surface. Superheated water is then carried down 
and forced through perforations in the pipe structure to the sulphur 
strata. Subjected to the heat, the sulphur, which has a low melting 
point, dissolves and flows to the base of the well. The molten sulphur 
is then raised to the surface through the free annular space in the pipes 
by the suction of escaping hot air, which is forced downward under 
tremendous pressure through the innermost pipe. As the liquid sulphur 
appears at the surface it is drained into gigantic wooden vats where 
evaporation eliminates the water and leaves great blocks of solid sul- 
phur. 44 

Early Organization and Control of the Industry 

For many years the production and sale of American natural sulphur 
was controlled by a single firm, the Union Sulphur Company. In 1903, 
it was reorganized and, using Frasch’s mining experience, the Frasch 
process, and cheap fuel from oil discovered near the then known sulphur 
deposits, it stepped up production considerably. 45 By 1906 Union’s pro- 
duction approached 300,000 long tons. It quickly captured the domestic 
market from the Anglo-Sicilian interests, and started with considerable 
success to invade the northern European markets. 46 
• The severe damage which the Union Sulphur Company did to the 
Anglo-Sicilian monopoly caused the Italian government to send a com- 
mission to Louisiana to study the production methods of the American 
company. The commission estimated that the Union Sulphur Company 
could produce at the mine for $3.48 per long ton and could deliver any- 
where in the American market for a maximum price of $7.72. This 
delivered price precluded Italian sales in the American market, for it was 
about 50 per cent of the Italian cost of production. Furthermore it con- 
stituted, as experience showed, a dire threat to Italy’s European market. 
In order to meet this situation, the Italian government organized a 
consorzio or pool in the hard-hit Sicilian sulphur industry, and a year 
later reached an agreement with the Union Sulphur Company through 


44 Some of these sulphur blocks are more than a quarter of a mile long, 200 feet 
wide, and more than 50 feet high. For an illustration of these and the plant and 
equipment for sulphur mining, see Chemical and Metallurgical Engineering, Vol. 
XL VIII, No. 3 (March, 1941), p. 70. 

45 Testimony of Dr. R. H. Montgomery of the University of Texas, T. N. E. C., 
Part 5, p. 1988. 

40 R. H. Montgomery, The Brimstone Game (New York, Thfe Vanguard Press, 
1940 ), p. 45. 
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its German affiliate and agency, the German Union Sulphur Company. 
The agreement was known as the Consortium of 1907. 

The Consortium was an arrangement whereby the participants allo- 
cated markets and controlled prices. In the main, the North American 
market was to be exploited exclusively by Union Sulphur. The Italian 
market was reserved for the Sicilian producers. The northern European 
f was to be divided between the two groups according to plan. 47 The 
American company’s interest in this market area was to be handled 
through the German Union Sulphur Company. Prices, it was agreed, 
should be raised from the low levels to which they had fallen due to the 
price competition which had resulted from the previous competitive 
struggle. The minimum figure to be reached by 1908 was $18.50 per 
ton, which was more than 50 per cent above the lowest price their pre- 
vious competition had established. And by June 1, 1909, the price was 
to reach $22.50 per ton. 48 

In a span of four years the American users of natural sulphur had ex- 
changed a foreign monopoly for a domestic monopoly whose price policy 
was curbed only by competition of Spanish pyrites. Natural sulphur 
imports, which had been dropping rapidly, became a mere trickle (from 
Japan) after the Consortium of 1907. Assured of no foreign interference, 
and with potential domestic competition restrained because Frasch was 
identified with the Union Sulphur Company and the original Frasch 
process patents did not expire until 1908, the Union Sulphur Company 
was the sole seller of natural sulphur. It held all industrial markets ex- 
cept that of the chemical industry, which still relied on Spanish pyrites 
as raw material for sulphuric acid. Consequently the mine price of 
sulphur was fixed and maintained at a high level for a considerable pe- 
riod of time. Profits per ton were very large. In 1913, for example, 
earnings per share reached a peak of $3400 and dividends were excep- 
tional. 40 

But this pleasant situation for the monopoly was not completely un- 
disturbed. Two factors appeared to threaten the established order. In 
1908, the Freeport Sulphur Company was organized to exploit sulphur 
deposits at Bryanmound, Texas. For five years Union delayed the 
newcomer’s production by suing it for infringement of the Frasch proc- 
ess. In 1913, nevertheless, Freeport began actual production in quantity 


4T T. N. E. C., Part 5, p. 2220. 

48 Montgomery, op. cit., pp. 46-47. Presumably these dollar prices or their lira 
equivalent were per long ton at the exporter's chief marine shipping point. The 
price goal which Dr. Montgomery claims the Consortium was to reach in 1909 is 
slightly above the 1908 agreement entered into by the Italian Consorzio and the 
German Union Sulphur Company* In that agreement the long ton price at New 
York was set at a minimum of $22.00, including cost, insurance, and freight. 

48 C/. Montgomery, op. cit., p. 49. 
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sufficient to offer Union real competition. And in 1919 the patent situa- 
tion was cleared when certain Frasch apparatus patents were declared 
invalid as lacking characteristics of invention. The court was unwilling 
to recognize process patents which extended the control of the Frasch 
process beyond the original seventeen-year period. 50 The second disturb- 
ing factor was the action taken by New Jersey to improve its incorpora- 
tion and anti-trust laws. Under the revised laws it was illegal for a 
New Jersey corporation to enter into combination with international 
competitors. Frasch, who was head of the Union Sulphur Company,' 
cancelled the contract which the Union's affiliated German company had 
made with the Italian Consorzio, stating in a telegram that the New 
Jersey law required his company to maintain a position absolutely free 
of any combination. 01 

These events pointed toward a revival of competition abroad and the 
construction of competition in the American market. The outbreak of 
the First World War in Europe and the subsequent entry of the United 
States sharply changed the situation. The demands of the munitions 
industry for sulphuric acid greatly increased. The unrestricted sub- 
marine warfare cut off the supplies of Spanish pyrites and forced the use 
of natural sulphur. This added another very real increase in demand 
for natural sulphur to the real increases that had occurred from other 
industrial markets. Union and Freeport could both sell in the widening 
domestic market without serious interference with each other. 

The war also introduced several other features. The War Industries 
Board sharply restricted the export of sulphur and pegged the long ton 
price at $22.50. Neither of these actions inflicted any great damage on 
the two companies, because the domestic market was able to absorb all 
the supply, and the cost of producing sulphur was far under $22.50 a 
ton. A far more disturbing factor was the drilling for production by the 
Gulf Sulphur Company in 1917. Originally incorporated in Texas in 
1909, this company apparently had remained inactive. In 1918 it 
changed its name to the Texas Gulf Sulphur Company, and began active 
production in March, 1919. 

Post-War Organization and Control in the Industry 

The immediate post-war period found in the field the three companies, 
Union, Freeport, and Texas Gulf. Well equipped with a new plant, 
Texas Gulf acted like a maverick. When the War Industries Board 
lifted its price controls, Texas started to cut prices sharply. Union and 
Freeport retaliated by undercutting Texas, and within a short time the 

50 255 Fed. 961, 980 (1919). The Supreme Court denied certiorari; 249 U. S. 618. 

T. N. E. C.. Part 5, p. 2226. 
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price of natural sulphur per long ton had tumbled to $12.50. 62 But this 
downward trend did not continue for long. The mine price moved up- 
ward, and in 1928 was pegged at $18.00 per ton, where it remained for 
a long period of time. 

In 1922, the three companies entered into an agreement and formed 
the Sulphur Export Corporation under the protection of the Webb- 
Pomerene Act. This Act, it will be recalled, conditionally freed such 
organizations from the operation of the Federal anti-trust laws when 
they combined to do business in the export markets. Under the terms 
of the agreement were included the stock participation in the Export 
Corporation, selection of its directors from the directorates of the three 
companies, allocation and fulfillment of export orders, power to fix ex- 
port prices, recording of shipments, the method of withdrawal from the 
agreement, and other matters of lesser importance. And, in accordance 
with the law, 53 copies of the agreement were filed with the Federal Trade 
Commission. 

In 1924, the Union Sulphur Company found its underground supplies 
of sulphur exhausted. Upon exhaustion of its large surface stock of 
sulphur it proceeded to wind up its active participation in the sulphur 
markets. As a part of the procedure, it turned over its stockholdings in 
the Export Corporation to the remaining two companies. Each of these 
companies now held equal amounts of the $100,000 capital stock of the 
exporting company. 

One of the first moves made by the Export Corporation was to enter 
into an agreement, dated March 14, 1923, with the Italian Consorzio. 54 
By the terms of this agreement the Italian domestic market was not to 
be molested by the American organization. And the American market, 
composed of North America, islands off the coast of Canada, Cuba, and 
the United States insular possessions, was to be served exclusively from 
American production. An elaborate plan was developed to share the 
remaining world demand. This was divided on a basis roughly approxi- 
mating 75 per cent for the Export Corporation and 25 per cent for the 
Consorzio. Several other provisions of major interest appear in the 
agreement. Under the heading of Price it was agreed that prices, terms, 
and conditions of sale in the commonly shared markets would be fixed 
from time to time by the parties in such a manner as best to serve their 
mutual interest. And, in a paragraph dealing with Manufactured Sul- 
phur, it was agreed that the sulphur manufacturing industry should be 


52 Montgomery, op. cit., pp. 56, 62; T. N. E. C., Part 5, p. 1991. 

58 Webb-Pomerene Act of 1918, Section 5 (U. S. C., Title 15, Sec. 61). 

84 For a copy of the agreement, see T. N. E. C., Part 5, Exhibit No. 381-A, pp 
2214-2217. 
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maintained as it was then; that actions designed to disturb the situation 
should be considered jointly; and that both parties should use their best 
efforts to prevent any alteration. This original agreement, it appears, 
lasted four years and was twice renewed thereafter. In 1932, it became 
ineffective when the Italian Consorzio was dissolved. 

Two facts concerning the agreement deserve special consideration. 
Firstly, the Export Corporation failed to file a copy of the agreement 
with the Federal Trade Commission until nearly eighteen months after 
the agreement was in force. Secondly, such agreements with foreign 
competitors were not given legal status by the Commission until August 
6, 1924, 55 which was more than a year after the agreement went into 
effect. The presumption is strong, therefore, that the Export Corpora- 
tion purposely kept its agreement under cover until concealment was 
made unnecessary by the Commission’s rulings. 

Evidently the Italian- American interests found their association satis- 
factory. Although the original agreement ended with the dissolution of 
Consorzio in 1932, a new one was drawn up very soon between the Ex- 
port Corporation and the Ufficio per la Vendita dello Zolfo Italiano, a 
new central sales organization created by Royal Italian decree in 1933. 
This agreement in the main followed its predecessor, with some impor- 
tant additions which reflected the trend of developments in the sulphur 
industry. 

Again, home markets were reserved to each of the signatories, and 
their participation in other markets was divided according to plan. The 
agreement specifically recognized the return of the competition of pyrites 
as a source of sulphur. In a paragraph dealing with Sulphur for the 
Manufacture of Sulphuric Arid , the agreement stated: “It is the judg- 
ment of both parties that the sale of a certain tonnage of sulphur at a 
special price solely for the manufacture of sulphuric acid is in their 
mutual interest. Any such sales of sulphur for the manufacture of sul- 
phuric acid shall be made only by mutual agreement of the parties and 
the terms and conditions thereof shall likewise be mutually agreed.” 58 
Apparently both signatories recognized that the competition ’of pyrites 
might force discrimination according to the' uses to which the sulphur 

55 At this time the Federal Trade Commission ruled that an export association 
might adopt a trade agreement with non-nationals reaching the same market, pro- 
viding this was not the domestic market of the United States and the action of the 
combination did not reflect unlawfully upon our domestic market. The Commission 
also ruled that export trade associations need not actually sell in foreign commerce, 
but might be formed solely for the purpose of fixing prices in foreign trade. For a 
sharp criticism of both these rulings, see Leslie T. Fournier, “Webb-Pomerene Law,” 
American Economic Review , Vol. XXII, No. 1 (March, 1932), pp. 18-33. 

66 T. N. E. C., Part 5, p. 2210 (italics added). 
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was put. This is further apparent in a section dealing with prices, 
wherein the companies again recognized that competition from other 
sources placed limits on their price-fixing powers. 

Within the last decade the export situation has been complicated for 
the Export Corporation by the appearance in the domestic market of 
two small natural sulphur-producing companies in the United States — 
the Duval Texas Sulphur Company and the Jefferson Lake Oil Company 
— and the development of a Norwegian firm, Orkla Grube, Aktiebolag, 
known popularly as Orkla. The Export Corporation solved the domestic 
producer problem by allocating to the newcomers an annual export ton- 
nage to be sold largely in the Scandinavian, Baltic, French, and Aus- 
tralasian markets through the medium of the Export Corporation. 67 
Arrangements were made also with Orkla to prevent any undue disturb- 
ance in the industry. 

Orkla had acquired patents on a new process for extracting sulphur 
from pyrites and had to be satisfied. It was allotted annual sales of 
70,000 long tons in the world market, providing it confined its sales to 
the Scandinavian and Finnish markets. Control over the use of its 
newly patented process in the United States was allocated to the Texas 
Gulf Sulphur Company. These arrangements have limited effectively 
the expansion of Orkla, and have controlled its patents so as to prevent 
the growth of new and effective competition in the United States market. 
To ward off further the growth of competition, Texas Gulf Sulphur has 
acquired usable pyrites deposits in Peru and Newfoundland. 68 

Considerable attention has been directed toward the completeness and 
care with which American natural sulphur producers have organized and 
protected themselves in the sale of sulphur in foreign markets. The en- 
tire philosophy underlying the foreign market arrangement is market- 
sharing without price competition. It would be naive, indeed, to assume 
that this philosophy is not applicable to the domestic scene, despite the 
absence of concrete evidence in the form of written agreements or under- 
standings. The domestic market is the larger and more important mar- 
ket. Certainly production and domestic sales and prices cannot be 
neglected in any discussion that the Export Corporation's directors might 
have about foreign market prices and policies. This is but a natural 
consequence of any arrangement which permits world competitors, 
whether domestic or foreign, to assemble legally to discuss prices and 
policy in other than domestic markets. To conclude otherwise is to be 
extremely unrealistic about market relations and human nature. 

In regard to the domestic markets, conditions do not favor thorough- 
going competition. There are but four natural sulphur producers of any 

BT /*>«., Exhibits No. 384 and 385, pp. 2236-2238. 

68 T. N. E. C., Part 5, testimony of Dr. E. H. Montgomery, p. 1994. 
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importance. Texas Gulf produces roughly 50 per cent of the total out- 
put and Freeport Sulphur about 40 per cent. Duval Texas and Jefferson 
Lake Oil are responsible for the remainder. But these smaller com- 
panies are not completely independent. They operate on properties 
owned or controlled by one of the leaders. And they are permitted to 
sell abroad through the Export Corporation, in which they own no shares. 
With the foreign competition in our domestic market effectively estopped 
by agreement, and with but few firms of very unequal strength supply- 
ing the domestic market, it would be unusual, indeed, to find vigorous 
price competition. 

The use of pyrites as material for sulphuric acid in place of sulphur 
does appear to inject a competitive element into the picture. Investiga- 
tion shows, however, that it is not very helpful. The price of pyrites 
remains rigid for the most part. Texas Gulf Sulphur controls the Amer- 
ican rights for the new Orkla process. The use of this process might 
have made pyrites a more popular source of material for the sulphuric 
acid industry. This development, in turn, might have exerted some 
downward pressure on the price of natural sulphur. The prevailing con- 
ditions inevitably force the conclusion, however, that the natural sulphur 
industry cannot be competitive, and costs, prices, and profits in the 
industry support that conclusion. 

Costs, Prices, and Profits 

As computed by the Federal Trade Commission, the cost of production 
of natural sulphur during the period 1929-1937 has averaged $5.64 per 
long ton for one of the leading companies and $6.13 for the other. An- 
nual averages for each company during this period have not fluctuated 
more than 10 per cent above or below the period averages for each. 
And for one of these companies, the Commission’s computed costs closely 
approximate the cost per ton reported by the company itself to Moody’s 
manual. 59 

The quoted price of natural sulphur during this same period has been 
$18.00 a long ton, save for very slight deviations on a few occasions. 
This price, f.o.b. mine, seems to have been quoted as a basis for all sales, 
whether domestic or foreign. 

The margin of price over cost is, therefore, a large one. The leading 
producers have enjoyed on the average, and from one year to another, 
exceptional profits. Freeport Sulphur averaged nearly 16 per cent on its 
investment between 1919 and 1938, despite three years of losses experi- 
enced in the early 1920’s, when it ran into certain technical production 

50 T. N. E. C., Part 5, Exhibit No. 376, p. 2204. 
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difficulties. At times this company has approximated 30 per cent on its 
investment. Texas Gulf Sulphur has done even better. In 1929, for 
example, its net sales were approximately $26,770,000, on which it re- 
ceived a net profit of about $17,326,000, or 65 per cent. And over the 
period 1919-1938, Texas Gulf has averaged very close to 29 per cent on 
its investment. In one very lush year, return on investment reached 
slightly more than 74 per cent. The entry of Duval Texas and Jefferson 
Lake Oil has not greatly changed the situation for either of the two 
older companies. 

In view of the unusual profit-making opportunities that the natural 
sulphur industry affords, it would seem that competitive capital and 
other productive resources would have been attracted quickly to the in- 
dustry, particularly between 1930 and 1940, when capital was hard put 
to find attractive opportunities. Investment has increased in the indus- 
try, but it has been largely the reinvestment of earnings by the older 
companies. Why have more new companies not come in? Why have 
the powerful oil companies that own most of the sulphur-bearing lands 
not undertaken production on their own account? The answer to both 
questions is to be found in the relations that exist between the oil com- 
panies and the present sulphur producers, and in the large accumulations 
of surface stocks of sulphur arising from the unusually low ratio of an- 
nual sales to inventory. 

Freeport Sulphur leases its Texas production areas from the Texas 
Corporation and pays to the lessor 75 per cent of its net profits. Free- 
port’s Louisiana production areas are leased from the Gulf Refining 
Company, Humble Oil & Refining Company, and the Shell Petroleum 
Corporation, and the net profits are shared equally by lessor and lessee. 
Texas Gulf Sulphur is also associated with such companies as Texas, 
Sun Oil, Humble Oil & Refining, Standard of Louisiana, Gulf Refining, 
and others through lease, profit-sharing, and royalty arrangements which 
are very lucrative for the oil companies. Since a goodly share of the 
sulphur industry’s exceptional returns has already accrued and continues 
to go to these oil companies, it is unnecessary for them to enter directly 
into sulphur production and sale. And certainly it would be unwise for 
them to destroy the geese that lay the golden eggs by competing directly 
or by leasing lands to others to compete. The threat that the latter 
might be done is an excellent way of maintaining lucrative leases with 
the existing sulphur companies. Under the existing relationships the 
conclusion follows that competition in the rich sulphur-bearing Texas- 
Louisiana area is not likely to appear. The supply of sulphur will be 
forthcoming from present producers in such amounts as customers are 
willing to take at the established price. 

Conditions on the demand side of the market are such that there 
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seems to be little likelihood of buyers forcing a ,price change downward. 
Sulphur is a component of great chemical importance in the manufacture 
of many commodities, but as an element of cost in the final product, 
it is of minor importance. As a result, a substantial reduction in the 
price of sulphur would not materially affect the price of the product in 
which it is one of many components. Consequently, unless price com- 
petition is very severe for the products made in part from sulphur, there 
is no great pressure to reduce the price of sulphur. As a matter of fact, 
one of the important sulphur producers believes that purchasers like the 
stable price system . 60 Buyers feel reasonably sure that in terms of price 
they are all on the same footing. They are relieved of the burden of 
maintaining inventories to protect themselves against price increases, 
and they need not worry about possible price declines reducing the value 
of what inventories they do maintain. 

Analysis of the natural sulphur industry leads to the conclusion that, 
despite the attractive price-cost relationships in the field, new competi- 
tion is not to be expected. Furthermore, the existence of so few producers 
of very unequal strength makes price competition between existing com- 
panies dangerous and therefore improbable. Competition of natural 
sulphur from abroad promises very little. And pyrites are unlikely to be 
important for two reasons: first, Texas Sulphur holds control of a patent 
on a new* process of extracting sulphur from pyrites, and the use of this 
patent might upset the pyrites market; second, the suppliers of pyrites 
operate under a rigid price system which they are unlikely to abandon. 
If they did, they would find themselves in competition with natural sul- 
phur producers who enjoy a wide margin between prices and costs with 
which to combat the disturbers. The only potential competition lies 
with the oil companies, who have no desire to upset their pleasant rela- 
tions simply to create competition in another field. Unless disturbed by 
public controls, the natural sulphur producers, competing only in terms 
of service, will continue to earn returns considerably above competitive 
levels. 

60 Malcolm P. McNair and Richard S. Meriam, Problems in Business Economics 
(New York and LDndon, McGraw-Hill Book Co., 1941), p. 415. 
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The Economics of Cooperation Under Oligopoly 




Several cases have been studied in which the concentration of business 
in the hands of a few large companies has been followed by some form 
or other of cooperation. Twelve refineries are responsible for 95 per cent 
of our cane sugar supplies; ten steel companies produce only a slightly 
smaller percentage of our steel. In such diverse fields as bottle manu- 
facture, meat-packing, milk distribution, and the production of natural 
sulphur two or three companies had reached a dominant position. And 
frequently a single company towered over the others. In all these in- 
dustries the mixture of interdependence and conflict left by this concen- 
tration has led to cooperative arrangements. Cooperation has been for- 
mally organized or has become a conventional thing without the benefit 
of obvious organization. During its life the Sugar Institute provided 
a centralized mechanism to transform interdependence into cooperation. 
Carefully tended and long-established arrangements in the meat industry 
create a market-sharing scheme. Traditional “follow-the-leader” poli- 
cies in steel and in the various fields of bottle manufacture have brought 
unity soon after concentration left a small number of firms in the in- 
dustries. 


THE EXTENT OF COOPERATION 

Cooperation in these forms has appeared in many other parts of Amer- 
ican industry. Since the break-up of the Standard Oil monopoly a num- 
ber of the “successor” companies in their respective territories have set 
both the price paid for crude petroleum and the selling price of gasoline. 
Smaller companies have accepted their leadership. 1 In the processing of 
copper and lead the American Smelting and Refining Company far ex- 
ceeds other companies, and its prices are taken by them without question. 
The conditions under which newsprint paper is produced and sold neces- 

1 Bums, The Decline of Competition, pp. 93 ff. 
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sitate cooperation in some form or other. Four large companies serve 
various sections of the country, and heavy investments in timber reserves 
and in machinery make the entry of competitors difficult and raise the 
danger that heavy fixed charges may lead to destructive price competi- 
tion. Demand is inelastic, but is subject to considerable fluctuation as 
business conditions affect the advertising volume and circulation of 
newspapers. It is not surprising that some one company takes the lead 
in setting prices. At times the International Paper Company, and re- 
cently the Great Northern Paper Company of Maine, have acted for the 
industry. Uniform prices are found between the National Biscuit and 
Loose-Wiles Biscuit companies, and their prices are accepted by some 
three hundred and thirty smaller bakery companies who, in the aggre- 
gate, produce less than the two large firms. After the American Viscose 
Company lost its complete monopoly hold over the manufacture of rayon 
with the lapse of patent protection, it retained slightly less than a third 
of the American market, while three other large organizations 2 and 
about two dozen small companies appeared. Until 1931 Viscose and 
du Pont showed a uniformity in instituting price changes that hardly 
could be accidental, and their prices were accepted by the industry. 
Then, until stopped by the Federal Trade Commission in 1937, eight of 
the largest producers entered an agreement to fix prices cooperatively. 
In several other large industries the presence of a small number of large 
concerns has led to unity reached through the leadership of some one 
company. And local markets have by no means escaped. Only a few 
retail stores handling such products as meats, groceries, clothing and so 
forth are found in many towns, and their mutual welfare has not infre- 
quently been safeguarded by cooperation effected through some accepted 
price leader. 

Where, as in the meat-packing industry, a very small number of enter- 
prises exists, their interdependence has resulted in some form of market- 
sharing. By means of patents two companies, the International Busi- 
ness Machine Corporation and Remington Rand, completely control the 
sale of a number of business machines such as electric accounting equip- 
ment. They find a highly profitable business in the sale of cards for 
their machines, and each company agrees to sell cards only to its own 
lessees. 3 

Patents permit a similar cooperation in the sale of oxyacetylene equip- 
ment. The Union Carbide and Carbon Corporation and the Air Reduc- 
tion Company do not let price competition disturb their respective places 

*E. I. du Pont de Nemours and Co.; the Celanese Corporation of America; and 
A group under common ownership — the North American Rayon Corporation. 

8 Until stopped by Supreme Court Decree in 1936 the companies achieved the 
same division of the market by tying clauses in their leases on machines. 
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in the market. More formal arrangements exist in the case of the West- 
inghouse Air Brake and the New York Air Brake companies, the sole 
producers of brake equipment for the railroads. Cooperation first took 
place in the way of a cross-licensing patent agreement, which appears to 
be in a form to effect a lasting division of the market. Payments are 
made by each company to the other on the basis of its use of the patents 
of the other, and it seems that the royalty rate paid by the New York 
Company increases sharply when its sales take over a certain portion of 
the market. The logical and apparently intended effect is to leave a 
fairly assured place to each. 

While market-sharing in the anthracite field has only recently achieved 
its most formal and respectable position, it occurred a number of times 
between 1870 and the turn of the century in the form of temporary pool- 
ing agreements. In the same period a number of other products, notably 
cordage, salt, whiskey, nails, explosives, iron and steel, iron ore, and 
cast-iron pipe, came under the sway of agreements fixing the specific 
output or the regional markets of individual producers. In 1899 prosecu- 
tion of the Addyston Pipe and Steel Company revealed that pipe manu- 
facturers responsible for three-quarters of the production agreed amohg 
themselves on the prices to be quoted on bids, and then held private 
auctions among themselves to determine what company would fill the 
bid. The price paid in this auction by the company gaining the busi- 
ness was distributed to the other producers who carefully tendered bids 
above the agreed price. 4 

Another old form of market-sharing which is very common in Amer- 
ican business today possibly allows some advantage to the buyer. A 
producer of industrial equipment, such as the General Electric, may buy 
all its gasoline and oil supplies from one gasoline distributor, and in 
turn the refining company purchases all or an important part of its 
electrical equipment from the General Electric Company. At the same 
time, one of its competitors will have similar understandings with some 
other refining company. As a result of arrangements that are little 
more than habitual, the companies establish well-fixed lines between 
themselves that effectively divide the market for certain products. 

The association between supposed competitors that allows them to 
cooperate on important aspects of their business policies is frequently 
developed or implemented by trade associations. It can and does ap- 
pear, however, without the aid of any independent organization. Par- 
ticularly where only two or three enterprises are found in the field, the 
association may be developed directly between the companies. The 
United Fruit Company and its marketing subsidiary, the Fruit Dispatch 


4 Addyston Pipe and Steel Co. et al, v. U. S., 175 U. S. 237. 
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Company, handle about 60 per cent of the bananas imported into the 
United States, while the Standard Fruit and Steamship Company is re- 
sponsible for about 30 per cent. They are not disturbed seriously by 
any rivals, and operate in a friendly and understanding fashion. The 
cross-licensing of a number of patents allows the Corning Glass Works 
and the General Electric Company to cooperate in controlling the manu- 
facture of tungsten lamps. The General Electric licenses six companies 
to produce lamps, and these companies follow its prices. Before 1940, 
foreign supplies from all sources were kept out of the United States by 
agreement between foreign producers and the General Electric. Until 
1932, when the General Electric and the Westinghouse Electric and 
Manufacturing Company were forced by court decree to give up their 
stock ownership in the Radio Corporation of America, these companies 
controlled and cooperated happily in the manufacture and sale of radios. 

The existence of delivered price systems often bears witness to the 
presence of an association between producers where there is no evidence 
of any formal organization. After the Chicago area had developed a 
steel capacity equal to and beyond the needs of the surrounding market, 
the fixing of prices on the Pittsburgh Plus basis offered incontrovertible 
evidence of cooperation. In cement manufacture the same evidence is 
apparent. There are a number of basing-points, but base prices are set 
so that mills are able to sell at delivered prices in distant markets where 
other mills are located. The general refusal of producers to set prices 
so as to dominate their natural market areas is a mark of cooperation 
that may be aided by the formal machinery offered by the Cement Insti- 
tute. The Cast Iron Soil Pipe Association apparently can take consider- 
able credit for the maintenance of an artificial delivered price system in 
the sale of cast-iron pipe. Two-thirds of the producers are located in or 
around Birmingham, and prices for the country as a whole are set at 
the Birmingham level plus freight costs. Since the commodity is very 
heavy for its value, the acceptance of this pricing formula yields con- 
siderable profits to producers in other areas, but in return they allow 
Birmingham producers to enter their nearby markets. 

THE EFFECTS OF COOPERATION 

It is very dangerous to generalize about the effects of industrial co- 
operation. The strength of association, the motives of sellers, and the 
position of individual firms vary so much in the specific instances that 
any theory of industrial cooperation would be inapplicable or only par- 
tially applicable to some of the cases it attempted to describe. It is 
possible, however, to point out the general nature of the results that tend 
to develop. Cooperation has affected the level and the character of 
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prices in a distinctive fashion, and a number of its important economic 
affects may be traced through its effects on prices. 

The Level of Prices and Profits 

In the cases which have been studied there is plentiful evidence that 
prices were held above competitive levels. The profits of the Hartford- 
Empire Company, ranging between 16% and 67% in recent years, reflect 
the effect of the pooling of patents. Individual patents might be ex- 
pected to yield more than normal returns, but the very large profits of 
Hartford-Empire came only after concerted action had thrown all the 
important glass machinery patents into its hands. Cooperation in the 
various fields of bottle manufacture was strong enough to bring to Hazel- 
Atlas and Thatcher and other companies returns ranging between 10% and 
30%. For years steel prices were at an extortionate level for many con- 
suming areas, and the continued existence of the differential between the 
Pittsburgh and Chicago bases after 1924, though it was much lower, 
marked the continuance of prices above cost. The Federal Trade Com- 
mission apparently had forced the large steel companies to abandon 
what they had considered to be their best monopoly price, but it had by 
no means been able to bring prices down to competitive levels. 

In various urban areas as well as in Chicago there is plentiful evi- 
dence to suggest that cooperation has made the price of at least certain 
dairy products artificially high. In other cases it is evident that it has 
brought only moderate profits. During the twenties the large meat- 
packers earned average returns in the neighborhood of 3%. How- 
ever, since the more important independents, by following the price 
leadership of the big packers, were able to earn approximately 9%, 
it would appear that high costs and not reasonable prices account 
for the moderate earnings of the leading packers. In the case of the 
National Cash Register Company dividends have been moderate, and 
some portion of the profits has been diverted to profit-sharing among the 
employees of the company. 

In the many other industries where cooperation has developed in one 
form or another, prices and earnings have varied considerably, but have 
generally been well above competitive levels. Rayon paid liberal profits 
to Viscose. When Viscose was in a monopoly position from 1915 to 
1920, rayon brought annual returns ranging from approximately 25 to 
110% on the stockholder investment.® In the next nine years* 
when other producers were in the field, its annual earnings were some- 
what lower, ranging between 18% and 50%, From 1930 to 1938 they 
reached a low of 1% and a high of 12%. From 1925 tp 1938 the other 


8 For earnings of various companies see T. N. E. C., Monograph No. 21, index. 



THE ECONOMICS OF COOPERATION 


573 


large rayon companies earned a little less than Viscose, with averages 
slightly above 10% on the original investment. Earnings of other com- 
panies have not reached some of the magnificent heights of Viscose, but 
show averages that are comparable. Even in 1933 the International 
Business Machine Company earned 13% on net worth. The Westing- 
house Air Brake Company suffered a deficit in the depression, but in 
fifteen years it has ploughed back sufficient earnings to increase its capital 
assets from $500,000 to fifty million. Cooperation does not serve all 
alike, however, for its colleague, the New York Air Brake Company, has 
not enjoyed comparable affluence. 

It is evident that the dissolution of the old American Tobacco Com- 
pany did not restore competitive conditions. From 1917 to 1937, Lig- 
gett and Myers, Reynolds, and the present American Tobacco made 
annual earnings on their total investment of 16.70%, 23.05%, and 17.16% 
respectively. In addition, very sizable bonuses and salaries have been 
paid to their chief officers. 

In general, earnings actually seemed to Lave approached and fre- 
quently equalled those enjoyed by monopoly organizations. Profits may 
at times be larger than indicated, and where accurately reported they do 
not always indicate the real height of prices and the full restriction of 
output. They undoubtedly are reduced by the higher costs frequently 
invoked by the high price policy. In the production of sugar, coal, steel, 
and other products cooperation has been associated with over-capacity 
in the industry, which burdens the restricted production with the cost of 
idle investment and the inefficient partial use of existing plants. Aver- 
age costs for the industry as a whole are increased by the support given 
to high-cost firms which would otherwise be eliminated. It is possible 
and even probable that management will take less care in searching for 
improved methods of production and other economy measures. When 
the cooperation concentrates on price policies, there may develop a con- 
siderable rivalry in various forms of non-price competition, which will 
add to the costs borne by the industry. 

In conclusion, it seems that prices approximate the level that allows 
the larger or more efficient firms to earn returns that approach or equal 
those of monopoly. The smaller or less efficient members of the cooper- 
ating group usually, but not always, seem to find the prices at a level 
that yields slightly smaller returns which are still markedly above the 
competitive level. 

The Stability of Prices 

Rather commonly, cooperation holds prices unchanged over sufficiently 
long periods of time to' indicate that alterations in demand or supply 
conditions are not allowed to disturb the price level for the industry. 
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While all commodities were dropping from a wholesale price index of 
approximately ninety-seven in 1929 to a low of sixty in 1933, many of 
the commodities affected by cooperation showed very small declines. 
Cement prices were allowed to drop 16 per cent and production fell off 
by 55 per cent. Banana prices fell 3 per cent. The popular forty-watt 
tungsten lamp sold all through the depression at 1929 levels, and all 
sizes kept the same price levels between 1930 and 1934. Steel rails 
showed no decline until 1933, when government pressure and wide-spread 
publicity were brought to bear on the steel companies. It was undoubt- 
edly difficult for the industry to think of changing rail prices. They had 
remained at $28 a ton from 1901 to 1916, and after a period of irregular- 
ity were maintained at forty-three dollars from 1922 to 1933. Many 
other steel products showed no changes for periods of three and four 
years, but none was able to approach the distance record established by 
rails. 

Newsprint paper, natural sulphur, plate glass, cigarettes, business ma- 
chines and most of the goods produced under conditions of cooperation 
show prices that commonly remained unchanged for periods of two to 
four years. Even when some irregularity is noticed there is still, as in 
the sale of anthracite, evidence of an artificial stability. After a decade 
of marked rigidity, save for seasonal declines, anthracite prices since 
1913 have been irregular. But at times independents are found selling 
above the prices of the “railroad” coal companies, and at other times be- 
low. The large companies obviously seek stability, even though demand 
changes would allow the exaction of higher prices. And they are willing 
at other times to suffer serious losses in volume rather than readjust 
prices. 

The effects that price stabilization will have on the efficiency of pro- 
duction will vary with the extent of supply or demand changes occurring 
in the period of stability and with the elasticity of demand and supply. 
If the demand were very inelastic and some improvement in production 
lowered supply prices, the selling prices could be lowered. The inelastic 
demand, however, would mean that the volume of production would not 
increase greatly. It follows, then, that the maintenance of the old prices, 
while it injures buyers, will not be responsible for a serious curtailment 
of production and consequent inefficiencies in the industry itself. The 
repercussion on the efficiency of other industries which suffer from the 
reduced buying power of consumers may be more serious. Similarly, if 
unit costs are such that the quantities producers can offer profitably at 
various prices are much the same, the stability of prices over a period 
in which demand is changing will not affect the volume of production 
seriously. 

It is apparent, of course, that there is nothing artificial or harmful in 
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stability itself. Perfect competition would yield stable prices, as long as 
demand and supply conditions are unchanged. And it is possible that 
cooperation may improve on the results yielded by competition as it 
operates in some markets. About September the large packers of 
salmon, probably with the assistance of the Alaska Packers Association, 
set the price of canned salmon ; and the price is maintained until the new 
pack is ready for the market in the following year. If the prices ac- 
curately reflect the size of the pack and the strength of the demand 
throughout the year, the cooperation prevents prices from dropping, and 
stops wasteful consumption from developing in the fall and winter when 
supplies are plentiful. Consequently it prevents high prices and scarcity 
in the late spring and summer. In the absence of the price stabilization 
it is possible that supplies would be smoothed out over the whole year by 
speculators, but at least stabilization under these conditions would do no 
harm. There is a danger, however, that rigidity may continue even 
when it becomes apparent that the annual supply and demand have not 
been equated by the stabilized prices. 

Stability is particularly injurious in the frequently violent changes 
characteristic of the business cycle. In recovery and prosperity periods, 
the demand for all goods is growing as unemployed labor and resources 
are put to work and there occurs a magnified demand for the various 
forms of capital equipment. If the prices of some materials and equip- 
ment rise while others remain stable, there develops the general danger 
of distortions in the allocation of labor and capital that may later be 
eliminated only by insolvencies and bankruptcies that constitute a harsh 
and dangerous corrective. 

There is also a more specific and certain danger. If the prices for 
materials such as steel, rubber, or cement that constitute the costs of 
capital expansion are held down, the so-called heavy industries are in 
danger of serious over-expansion. They are enjoying a marked increase 
in demand, and its effects will be magnified by artificially low costs. 
Very high profit margins and a consequent encouragement to dangerous 
over-expansion are almost inevitable. Since various changes will in 
time reduce the demand for capital goods, the dangers are particularly 
acute. 

Sooner or later growth in the demand for mass-produced consumers’ 
goods will be checked. In the first place, it is based on increased produc- 
tion from fuller employment. Secondly, tremendous amounts of pur- 
chasing power are being diverted into investment in the expanding capi- 
tal goods industries. And thirdly, an increasing proportion of consumer 
purchasing will probably be directed toward products and services that 
are not the result of mass production. As soon as the rate of growth of 
the demand for mass-produced consumer goods declines, even though the 
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Absolute amount is still increasing, there occurs an actual decline in the 
demand for the products of the so-called heavy industries. 6 

The situation rapidly becomes critical, and sweeping unemployment 
and general business collapse can only be avoided by drastic measures. 
For two reasons prices of heavy goods must be cut. Production and em- 
ployment must be kept as large as possible, so as to support consumer 
buying power. And cost reductions must be offered the consumer goods 
industries in* order to assist the price reductions that will increase the 
volume of their production. In that fashion expansion of the light in- 
dustries will ease the effects of contraction in the heavy industries. The 
process will not be painless for either labor or capital, but it would avoid 
long periods of stagnation such as occurred from 1931 to 1933. How- 
ever, it cannot work if price stabilization exists. 

In the steel industry and in others where similar demand and cost con- 
ditions are found there has developed the belief that price stabilization 
tends not to accentuate but to minimize the seriousness of recession and 
depression periods. Spokesmen have argued that price reductions would 
actually reduce demand by encouraging buyers to delay their buying 
until prices are lowered further. It is true that buying is frequently de- 
layed in a period of falling prices, and it is true that a considerable 
portion of the buying of materials and equipment for the replacement or 
expansion of capital equipment can be delayed. However, if the prices 
are reduced drastically there is no reason to believe buyers would specu- 
late on the chance of further reductions. 

Even with the demand and cost conditions apparent in the steel in- 
dustry, price stabilization does not serve the best interests of either the 
industry or the national economy. It is apparently true that a 10 per 
cent decrease in steel prices in a recession period would increase the 
quantities demanded by amounts that would reduce unit costs by less 
than 10 per cent. In considerable part the cause lies in the inelasticity 
of demand. A 10 per cent decrease in prices of steel going into automo- 
biles would allow something in the neighborhood of a 1 per cent decrease 
in the price of automobiles. The sale of automobiles would be affected 
very little and would improve the sale of steel by insignificant amounts. 
This is a trenchant argument against price reductions, if it is assumed 


•In terms of the illustration in the footnote, Chap. 22, note 30: a demand for rail- 
way service represented by 100 requires 500 units of capital equipment. But 10 
per cent of this equipment has to be replaced each year, which creates a demand 
for 50 units of equipment. If demand for railway service increases to 110 the 
demand for equipment jumps to 100 units, an increase of 100%. Then in the next 
period, if demand for railway service grows to 115, the amount of equipment needed 
is 55 units (10% of 550) for replacement and 25 units (5/110 of 550) for new equip- 
ment. The total equipment needed is only 80 units— an actual decrease in spite of 
the fact that the demand for railway service is still growing. 
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that in a world of price stability the steel' companies alone reduce prices. 
But if costs in the form of prices for iron ore, coal, shipping services, 
capital and labor can be reduced materially, the steel industry can re- 
duce prices considerably without any burden. If it, and all the other 
industries supplying the materials that go into automobiles, contribute 
their reduction, and if labor and capital in the automobile industry are 
willing to adjust their prices downward, they can offer significant price 
reductions. Certainly the adjustment is not going to be painless. But 
the choice between it and protracted depression should be easy to make, 
whether the outstanding consideration is business profits or the welfare 
of the mass of people. 

Price stabilization occurring over very long periods of time, as in the 
case of steel rails, may seriously injure the adjustment of the industry to 
demand. When the* commodity is used for the production of other 
goods or of services, harm of varying seriousness will be done to other in- 
dustries, depending on the extent to which supply and demand conditions 
change. In addition, the prices will be far above competitive levels. 
Unless the power of some leading company is very strong, the long- 
enduring cooperation demands that prices be high enough to satisfy any 
possible recalcitrants. 

Discrimination 

A considerable amount of discrimination against buyers has developed 
out of industrial cooperation. Where it is wide-spread and continuing 
it grows out of the presence of delivered price systems. In the marketing 
of steel and sugar, buyers in a number of locations have been denied the 
advantages of their locations, while other buyers are able to get deliveries 
at prices that do not reflect the relative cost. Other outstanding exam- 
ples of discriminatory delivered price systems are found in the sale of 
cast-iron soil pipe and cement. 7 Some 35 per cent of the national pro- 
duction of soil pipe occurs in plants widely scattered over the United 
States, but buyers located near these plants do not pay the cost at the 
factory plus freight. They pay the cost at Birmingham plus an imagi- 
nary freight from Birmingham. As a result a plumbing supply house 
located across the street from a factory will pay a higher price than 
buyers who are located hundreds of miles away but nearer to Birming- 
ham. And also, as in the case of marketing sugar, certain buyers who 
could reduce delivery costs by the use of highway or waterway carriage 
are required to pay delivered prices based on the all-rail rate. 

Cement is sold from sixty basing points at which about half the mills 

7 Cf. T. N. E. C v Monograph No. 21, pp. 153-160. 
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are actually located. At each basing point one company usually takes 
the lead in setting prices, and is followed not only by nearby producers, 
but by those located at non-basing points who sell in the same markets. 
The small number of competitors forces the latter to cooperate. If they 
undertake to sell in their nearby markets at prices representing their mill 
cost plus the actual freight paid, they face the almost certain risk that 
the cooperating mills will establish a base at their locations. Their 
price-cutting would bring them no benefit. As in other cases, transport 
by boat or truck is not open to the buyer. 

Systems in which delivered prices are the same in a large zone may 
create a similar geographic discrimination. 8 Thus, after 1928, markets 
east of the Mississippi for newsprint paper were grouped into four zones. 
All buyers in a zone paid the same delivered price, although the actual 
freight charges varied on different shipments. When the zone is large 
and freight costs are an important part of the price, the amount of dis- 
crimination against buyers near the producing points will be material. 
And where the price levels in the several zones are different, strange re- 
sults will appear along their borders. The steel industry used this sys- 
tem before Pittsburgh Plus was inaugurated, with the result that in one 
instance buyers on one side of the Mississippi River paid two or three 
dollars more per ton than those on the other side. Among the products 
selling at various times under zone systems that failed to accord equal 
treatment to buyers are such essentials as enamel-ware, alcohol, coffee, 
soap, and gasoline. 9 

It seems probable that the discriminating systems are created not only 
to increase profits, but to simplify and preserve the cooperation of oligop- 
olies. Where sellers need not fear competition, they can increase their 
profits by discrimination, if there is a difference in the elasticity of de- 
mand on the part of buyers or groups of buyers. Prices at a high level 
will yield high profits where the quantity demanded will not be greatly 


8 Cf. J3urns, The Decline oj Competition, pp. 282-290. 

9 Clair Wilcox has listed the following commodities as selling at one time or 
r another under discriminatory delivered price systems: asphalt roofing, bathtubs, 

nuts and bolts, cast-iron pipe, cement, coffee, copper, corn products, denatured 
alcohol, fertilizer, gasoline, gypsum board, industrial rivets, lead, linseed oil, lumber, 
metal lath, newsprint paper, pig-iron, power cable and wire, range boilers, salt, 
snow-fence, soap, steel, stoves, sugar, tiles, turbine generators and condensers, and 
zinc; and during the period that industry operated under the codes of the Na- 
tional Recovery Act, automobiles, automobile parts, bearings, builders* supplies, 
business furniture, china and porcelain, coal, construction machinery, cordage and 
twine, farm equipment, food and grocery products, glass containers, ice, ladders, 
liquefied gas, lime, lye, paint and varnish, paper and pulp, paper bags, ready-mixed 
concrete, refractory products, reinforcing materials, road machinery, shovels, drag- 
lines and cranes, storage and filing equipment, structural clay products, valves and 
fittings, and vitrified, clay sewer pipe. Cf . T. N. E. C., Monograph No. 21, pp. 
147 - 148 . 
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restricted; for other buyers, who would reduce their buying materially, 
lower prices would yield better returns. These systems, however, possess 
another advantage. They make pricing simple. With simplicity the 
cooperating group can easily reach agreements, and can clearly see the 
extent to which individual companies may be cutting prices. 

Whatever their virtues in the way of simplifying the pricing problems 
of the cooperating managements, the systems entail wasteful production 
and marketing. Since the discrimination is designed to adjust prices to 
different buyers so as to minimize the sales restriction caused by high 
price levels, it is not in itself responsible for a wasteful restriction of 
production among the cooperating producers. The waste here grows out 
of the high level of prices and not the discrimination. The systems, how- 
ever, are wasteful in allowing producers to sell out of their natural mar- 
ket areas. Freight costs are increased for the industry as shipments 
from sellers in distant parts of the country cross one another to reach 
their market destinations. This cross-freighting has seriously increased 
the costs of marketing a number of the products sold under zone or bas- 
ing point systems. 

More serious harm is done when the goods are bought by industries as 
part of the supplies needed for their production. The producers that are 
denied their natural market advantages are held down in size, while the 
buyers who are benefited are allowed to expand beyond the size that is 
economically justified. Or if some producers locate their plants so as to 
escape the discrimination, they probably surrender real economic advan- 
tages that could be found in other locations. 

NON-PRICE COMPETITION 

It is apparent that competitively-determined prices have ceased to 
perform their planning functions in a considerable sector of American 
industry. As they are administered by various forms of cooperation, 
they no longer regulate the entry or exit of individual firms, and no 
longer serve as the instrument by which the superior producers assume a 
large role in the market at the expense of the less efficient. The end of 
price competition, however, has not meant the disappearance of market 
competition. Firms cooperating to control prices have struggled fre- 
quently to improve their position in the market by the use of a number 
of devices designed to increase their sales. Instead of trying to attract 
a large volume of business by the offer of price concessions, the individ- 
ual firm adds selling costs to its production costs. Its selling efforts may 
be put into advertising, the employment of salesmen, changes in style, 
alterations in the quality of the article, personal endorsements, and so 
forth. 
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The purpose is a double one: to increase the quantities it can sell at 
any current price; and to increase the inelasticity of demand for its 
product. These objectives may be sought cooperatively with other mem- 
bers of the industry. To achieve the first, the sugar industry attempted 
through trade association efforts to increase the demand for sugar. Co- 
operative action may also help to achieve the second purpose. When the 
citrus fruit growers support the advertising of their trade association 
which stresses the vitamin value of citrus fruits, they may persuade buy- 
ers that their products are very necessary for health. Then, even if 
prices are raised, buyers may be sufficiently convinced to sacrifice their 
purchases of other products rather than reduce seriously their buying 
of citrus fruits. To the extent that the industry demand becomes more 
inelastic, the demand enjoyed by the individual producer assumes a 
greater inelasticity as long as the prices of all the producers of citrus 
fruits move up or down together. In the market, however, the individ- 
ual producer is commonly more concerned with rivals near him — those 
selling products which buyers view as direct substitutes. And it is fre- 
quently against these that he directs his competitive efforts. 

By assuming selling costs he attempts to increase his sales and insulate 
himself against similar attempts on the part of producers of physically 
similar goods. If he is able to persuade buyers that his product is dis- 
tinctive, the demand for his product ceases to depend directly on the 
prices asked by other producers. He may be able to raise his prices 
above the current level for intrinsically similar products and still suffer 
a sufficiently small loss in volume that his income is increased by an 
amount greater than the increased selling cost. If so, he would continue 
to enlarge his selling efforts until any further additions would not bring 
increases in income to balance the growth of selling costs. 

With competition of this sort, just as with price competition, a producer 
may reach a monopoly situation. Price competition, by eliminating all 
competitors, may lead to monopoly. Non-price competition, by sharply 
and permanently differentiating a particular product, also may allow an 
individual seller to set his prices so as to yield the maximum monopoly 
profit. In general, however, price competition has not been self-destruc- 
tive, and there is no reason to believe that the mass of better producers 
will extend their non-price competition to the point where it is ruin- 
ous. 

Even where there is a sufficient interdependence between producers to 
prevent pricing independence, there is an opportunity for non-price com- 
petition. Although the cost of advertising, style changes, and so forth 
may reach dismayingly large totals, the cost per unit of the commodity is 
small. A large tobacco company can make a tremendous advertising ef- 
fort with the addition of a very small fraction of a cent to the cost of a 
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package of cigarettes. The reduction of price by a similar fraction 
would pass almost unnoticed. 

These additions to cost act as a competitive instrument between sellers. 
They lay cost burdens on a company, and they exert a continuing 
pressure to divert demand from one producer to another. And in many 
industries they constitute the only form of competition. How well they 
can serve in the place of price competition becomes a question of con- 
siderable importance. In particular cases when the demand is not suf- 
ficient to maintain all the existing firms, this competition may be able 
to eliminate the inefficient firms; and in general, it may be able to force 
all companies to produce as efficiently as possible. If it possesses these 
powers it may take over the planning role lost by price competition. 
Where cooperation between supposed rivals has resulted in market- 
sharing schemes, non-price competition will not be very important. 
What importance it possesses will be derived from the efforts directed by 
the cooperating group against independents producing a similar product 
and against goods that are effective substitutes. 

The competitive force of non-price competition resides in the threat 
it develops against the sales volume of rivals and in the added cost that 
it forces producers to assume. If cooperation has been able to hold the 
invested capacity of an industry down to the level required merely to 
produce the restricted amounts sold under the high prices of cooperation, 
non-price competition can do little to correct the diseconomy arising out 
of the deliberate under-investment. It can increase the demand for the 
products of the cooperating group, but it possesses no great power tQ 
force any change in the policy of restricted investment. It may have 
some influence if style competition, advertising, or the employment of 
sales forces requires a sizable expenditure that varies little with the vol- 
ume of business. Although the cooperating firms will have kept the size 
of their plants adjusted to the restricted output, they may now be forced 
to expand their sales in order to produce at the point where the combined 
production and selling cost per unit of the product is lowest. If they fail 
to expand, they will be surrendering some profits they might make. 

The cooperatively controlled industries are very commonly over- 
invested, and the restriction of output following from high price levels 
forces individual plants to operate at less than their capacity. Here, 
non-price competition may act as a corrective. The added costs it lays 
on all the firms may be sufficient to force weaker ones out of the indus- 
try. This process will be slow, unless the expenditures bulk very large 
in the total costs. It may be aided, however, by a shift in demand away 
from the marginal concerns. If so, the process of elimination will be 
much more rapid. Some producers will be burdened not only with the 
costs of non-price competition, but with increases in the unit cost of 
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production as their plants are less fully utilized. As some firms are 
eliminated the survivors will enjoy lower unit production costs as their 
volume increases. The decreases may be greater than the expenditures 
on non-price competition, and social gains would be inherent in the use of 
such competition. 

Where there is pressure working for the elimination of some firms it 
is impossible to generalize regarding the certainty of results. There is 
no assurance that the marginal firm, from the point of view of produc- 
tion costs, will also be marginal in the use of non-price competition. 
There is some connection between production efficiency and success with 
certain forms of marketing competition. Particularly as specialists take 
over these activities, the element of chance may be reduced. The com- 
pany which is able to spend most money on advertising campaigns, for 
example, may get the best results. And if its methods cannot be quickly 
copied by rivals, it may exert serious pressure on marginal concerns 
whose financial situation will not permit similar expenditures. But 
chance is still too large a factor to allow any generalization. 

A producer may expend relatively small sums in developing such things 
as new styles, a new package, new advertising ideas* and have a sweep- 
ing success. Not only does the presence of a large element of luck re- 
move any assurance that inefficient. producers will be eliminated, but it 
may militate against any reduction in the number of producing units. 
As non-price competition takes on the aspect of a horse-race where long 
shots may pay off at any moment, sub-marginal producers are encouraged 
to stay in the field. 

It will be apparent that the costs laid on the cooperating firms by non- 
price competition will tend to force them to seek ways and means of 
reducing production costs. If the competitive efforts of the several 
producers do not result in any shift in demand, each one must still con- 
tinue his expenditures or suffer loss of sales. A considerable pressure 
may be exerted on each seller to reduce production costs by the use of 
better techniques or more efficient plant operation. Where a shift in 
demand occurs, the firms losing sales must improve their production 
situation or be eliminated. 

There is some evidence that non-price competition is contributing to 
the concentration of business with undesirable results. It is possible 
that the necessity of spreading the cost of huge sales organizations over 
a large output forced Swift and Armour to maintain a combination of 
producing units beyond the most efficient size. And entry into industry 
becomes increasingly difficult as huge expenditures must be made to 
popularize a product or establish the reputation of a company before 
financial success is possible. 

It is apparent that non-price competition has some merit. Where 
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cooperation has removed price competition, non-price competition is 
generally better than none at all. It is, however, markedly inferior to 
price competition. It uses resources that otherwise could be used in 
producing goods and services. This disadvantage is only slightly offset 
by the incidental benefits sometimes yielded the consumer by such things 
as free samples, cheaper newspapers supported by advertising, or enter- 
taining radio programs. And its results are uncertain and slow as com- 
pared to price competition.' There are too many circumstances in which 
it exerts only slight pressure to reduce inefficiency. Lastly, it is costly; 
moreover, the incidence of this cost is largely on the consumer. 



28 

Public Control of Industrial Cooperation 


The pervasiveness of cooperation between members of industrial and 
trade groups has been indicated. Numerous practices and devices have 
been developed to relieve traders of the rigors of competition. Direct 
price competition, upon which the public has long relied for the best al- 
location and most efficient use of economic resources, has been supplanted 
in many industries. Sales promotion and quality and service competi- 
tion are unsatisfactory substitutes. It is very clear that the decline of 
price competition is a source of real difficulty in the operation of the 
American economy. 

Present legal controls have not been able to prevent the cooperation. 
The main attack has stemmed from the Sherman Act, so most of the dis- 
cussion of the adequacy of our existing governmental controls must relate 
to the construction of that statute as applied to loose combinations. The 
Federal Trade Commission has also concerned itself with monopolistic 
agreements and cooperative devices. These cases were reviewed in con- 
nection with the work of the Commission, hence it will be sufficient sim- 
ply to refer to them and to fit them into the general picture. 

The legal status of the several types or aspects of cooperation may be 
treated under the following headings: (1) Price-fixing agreements; (2) 
Control of output and investment; (3) Price uniformity and trade asso- 
ciation activity; (4) Market-sharing; (5) Price leadership; (6) Coer- 
cion and boycotts. Not all of these have been thoroughly explored by 
the courts. The law with respect to some is well established, in other 
instances there is a paucity of legal pronouncement. There is a good 
prospect that the legality of many business arrangements will be clari- 
fied within the next few years. The intensified drive against trade 
restraints on numerous fronts which has been carried on by the Depart- 
ment of Justice during the last seven years is bound to yield a harvest of 
court decisions giving a fuller construction of the law. 1 Nearly all of the 


*An idea of the degree to which the enforcement of the anti-trust laws has been 
revitalized may be ascertained from the appropriations which have been allowed 
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cases being prosecuted relate to cooperation. 2 In this respect the law is 
keeping pace with the modern industrial development. It is attacking, 
as the major danger to competition, the cooperation that frequently re- 
places huge monopolistic combinations. 


PRICE-FIXING AGREEMENTS 

From the very first, the Supreme Court has condemned price-fixing 
agreements and understandings as illegal restraints of trade. The Trans- 
Missouri Freight Association 3 and the Joint Traffic Association 4 cases, 
it will be recalled, involved the fixing of railway rates. Group price- 
fixing was found to be unlawful, even though the purpose was to prevent 
ruinous competition and to maintain rates which were reasonable. A 
similar decision was rendered in the Addyston Pipe case, 5 where prices 
on cast-iron pipe were maintained within a wide area through a system 
of collusive bidding. 

Even after the “rule of reason” was enunciated in 1911, direct price- 
fixing was not tolerated. A scheme to fix prices entered into by the 
manufacturers of 85 per cent of enameled bathroom fixtures was out- 
lawed in the Standard Sanitary case 6 of 1912. Patents were assigned 
to the secretary of their trade association, and the licenses granted manu- 
facturers to use the patents required adherence to selling prices fixed by 
the association. It was held that rights conferred by the patent law 
could not be used as a subterfuge for the suppression of price competition 


the Anti-trust Division of the Department of Justice during the last forty years. 
The amount appropriated annually from 1903 to 1935 ranged from $100,000 to 
$300,000. Recent appropriations have been as follows for the fiscal years: 

1936 $ 435,000 

1937 435,000 

1938 413,894 

1939 780,060 

1940 1 , 309,000 

1941 1 , 325,000 

1942 2 , 200,000 

(Annual Report of the Attorney-General of the U. S., 1941, pp. 63-64.) 

The number of attorneys employed by the Anti-trust Division has grown corre- 
spondingly. During the classic “trust-busting” era instituted by President Theodore 
Roosevelt, 1903-1913, there were only five lawyers in the Anti-trust Division. From 
1914 to 1935, the number varied from 15 to 33. On June 30, 1939, there were 144 
attorneys in the Division, The total personnel numbered 325 on June 30, 1941. 

2 For citations of recent indictments, decisions, and consent decrees under the 
Sherman Act, see Commerce Clearing House, Trade Regulation Service (eighth edi- 
tion), pp. 11,007-11,011, 11,051-11,060. 

« 166 U. S. 290 (1897). 

4 171 U. S. 505 (1898). 

* 175 U. k. 211 (1899). 

•U. S. v. Standard Sanitary Manufacturing Co., 226 U. S. 20 (1912). 
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in the field. Further confirmation of the illegality of horizontal price- 
fixing was had in the American Hardwood Manufacturers’ Association 
case 7 in 1921. Producers of one-third of the total output of hardwood 
lumber operated an “open competition plan” through their trade associa- 
tion. No specific agreement as regards price or output was proved. On 
the strength of the elaborate statistical program, the pressure exerted on 
members to maintain harmonious policies, and the extraordinary increases 
in prices, however, the Supreme Court found evidence of concerted action 
to curtail production and increase prices. Only a minority control of the 
industry was held by the association, yet it was declared an illegal re- 
straint of trade. 

But the leading case with respect to the private control of prices is 
United States v. Trenton Potteries Company, 8 decided in 1927. The 
manufacturers of 82 per cent of the vitreous pottery bathroom fixtures 
produced in the United States had combined to fix prices and to restrict 
sales to certain jobbers. The question before the Supreme Court was 
whether or not the trial court had erred when it charged the jury that 
the defendants could be found guilty if the alleged agreement or com- 
bination were found to exist irrespective of their good intentions, the 
reasonableness of the prices fixed, or whether prices had actually been 
raised or lowered. The trial court had said: . . The law is clear 

that an agreement on the part of the members of a combination control- 
ling a substantial part of an industry, upon the prices which the mem- 
bers are to charge for their commodity, is in itself an undue and 
unreasonable restraint of trade and commerce.” 0 

The Supreme Court rendered a clear and emphatic answer to the ques- 
tion. It is the existence of power and not the manner of its exercise that 
determines the legality of cooperative arrangements. Price-fixing agree- 
ments are unreasonable restraints in and of themselves because they re- 
strict competition. It is immaterial whether the prices fixed are reason- 
able or not. The logic of the decision was carefully stated by Justice 
Stone as follows: 

The aim and result of every price-fixing agreement, if effective, is the elimina- 
tion of one form of competition. The power to fix prices, whether reason- 
ably exercised or not, involves power to control the market and to fix ar- 
bitrary and unreasonable prices. The reasonable price fixed today may 
through economic and business changes become the unreasonable price of to- 
morrow. Once established, it may be maintained unchanged because of the 
absence of competition secured by the agreement for a price reasonable when 
fixed. Agreements which create such potential power may well be held to be 
in themselves unreasonable or unlawful restraints, without the necessity of 

7 American Column & Lumber Co. t>. U. S., 257 U. S. 377 (1921). 

• 273 U. S. 392 (1927). 

• Ibid., 396. 
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minute inquiry whether a particular price is reasonable or unreasonable as 
fixed and without placing on the government in enforcing the Sherman Law 
the burden of ascertaining from day to day whether it has become unreasonable 
through the mere variation of economic conditions. Moreover, in the absence 
of express legislation requiring it, we should hesitate to adopt a construction 
making the difference between legal and illegal conduct in the field of business 
relations depend upon so uncertain a test as whether prices are reasonable — 
a determination which can be satisfactorily made only after a complete survey 
of our economic organization and a choice between rival philosophies. 10 

It should have been noticed that the Supreme Court has not regarded 
the degree of market control of the cooperating group as of any legal 
consequence in the foregoing cases. Most of the decided cases have in- 
volved combinations embracing a very substantial percentage of produc- 
tive capacity, but others, notably the Hardwood Association, were 
minority groups that had nothing approaching complete monopoly power. 

The decision in the Appalachian Coals 11 case of 1933 casts some doubt 
on the general rule holding invalid all agreements between competitors 
relating to price. This case involved an exclusive sales agency created 
by 137 producers of bituminous coal operating in the so-called Appalach- 
ian territory. These firms mined about 12 per cent of all the bituminous 
coal produced east of the Mississippi River, and approximately 64 per 
cent of the commercial production in the Appalachian territory and the 
immediately surrounding area. The common selling agency was to fix 
the prices at which coal would be sold, and was to seek to eliminate mar- 
keting abuses and other conditions which contributed to the distress of 
the coal industry. 

The Supreme Court upheld the joint selling agency on the ground that 
the defendants did not have monopoly power and could not fix the mar- 
ket price of coal. It emphasized the fact that active competition from 
producers in other areas was met in the consuming markets, and that the 
enormous undeveloped deposits of coal afforded potential competition. 
Extensive notice was taken of the depressed condition of the industry 
and the existence of certain trade abuses. To improve conditions in the 
industry by cooperative action was not regarded as an unreasonable 
trade restraint, even though it might stabilize business or produce “fairer 
price levels.” Reference was made to the Steel and Harvester cases, and 
the Court appeared to accept the defendants 7 contention that under these 
decisions no legal objection could have been made if the mining com- 
panies had eliminated competition between themselves by a complete 
integration of their properties in a single ownership. In other words, 
the test of legality in cases involving cooperation of independent firms 


Ibid., pp. 397-398. 

ii Appalachian Coals, Inc., v. U. S., 288 U. S. 344 (1933). 
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was the same as in merger cases, namely, whether or not monopoly power 
was sought or attained. Finally, it may be noted that the lower court 
was instructed to retain jurisdiction over the case, so that if the plan in 
actual operation impaired “fair competitive opportunities” appropriate 
action might be taken. This suggests the Court’s concern over the pos- 
sibility that such arrangements may lead to abuses, even in a highly 
competitive industry, unless constant vigilance is maintained. 

The Appalachian Coals decision, which had been suggested by rulings 
in a few earlier cases, 12 produced much speculation as to the course of 
future decisions regarding price-fixing. While it was realized that the 
Supreme Court was probably influenced by the fact that it was dealing 
with an over-invested industry whose plight was aggravated by the 
severe business depression of 1929, there was an indication that minority 
groups might be given considerable freedom as regards cooperative pric- 


12 Chief of these was Standard Oil Co. (Indiana) v. U. S., 283 U. S. 163 (1931). 
It involved a pooling and cross-licensing arrangement of competing patents relating 
to the “cracking” process for producing gasoline. The Government alleged that the 
fixing of royalty rates by the defendants was tantamount to the fixing of prices and 
a restraint of trade. But the Court insisted that this would be true only if the com- 
bine effectively dominated the industry and had the power to limit the supply or fix 
the price of gasoline. Since the output of “cracked” gasoline was only about 26 
per cent of the output of all gasoline, it was found that dominant control of the 
market did not exist. The agreement respecting royalty charges to licensees was 
therefore upheld. 

Another case that is often cited as a qualification of the rule holding all price-fixing 
arrangements illegal is Board of Trade of the City of Chicago v . U. S., 246 U. S. 231 
(1918). The Government challenged a rule of the Chicago Board of Trade that 
all dealings in grain “to arrive” during the part of the day when the exchange was 
not in session had to be made at the closing bid price. In upholding the trading 
regulation, the Court found that its purpose was not to suppress competition, and 
that it helped to improve market conditions in a variety of ways. The operation of 
the rule had no appreciable effect on general market prices and no material effect on 
the volume of grain moving into Chicago. Justice Brandeis said (p. 238) : . . The 

legality of an agreement or regulation cannot be determined by so simple a tpst as 
whether it restrains competition. Every agreement concerning trade, every regulation 
of trade, restrains. To bind, to restrain, is of their very essence. The true test of 
legality is whether the restraint imposed is such as merely regulates and perhaps 
thereby promotes competition or whether it is such as may suppress or even destroy 
competition. To determine that question the court must ordinarily consider the 
facts peculiar to the business to which the restraint is applied; its condition before 
and after the restraint was imposed ; the nature of the restraint and its effect, actual 
Or probable. The history of the restraint, the evil believed to exist, the reason for 
adopting the particular remedy, the purpose or end sought to be attained, are ail 
relevant facts. This is not because a good intention will save an otherwise objec- 
tionable regulation or the reverse ; but because knowledge of intent may help the 
court to interpret facts and to predict consequences.” The case is more famous 
for this oft-quoted statement of the rule of reason than as a precedent in price- 
fixing decisions. As Professor Handler has pointed out (T. N. E. C., Monograph 
No. 38, op. cit., p. 31), the “case dealt with a special situation and the tendency df 
the Court has been to limit it to its facts.” The situation presented was quite 
’ Unlike that which obtains in most industrial markets. 
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ing. But this has not happened. Recent pronouncements of the Court 
have confirmed the doctrine of the Trenton Potteries case and have left 
no doubt as to the illegality of price-fixing agreements in any circum- 
stance. 

Strong statements to this effect were made in United States v. Socony- 
Vacuum Oil Co. in 1940. 13 A conviction of twelve oil companies operat- 
ing in the Mid-Western area for the concerted purchasing of “spot” 
gasoline from independent refiners for the purpose of raising prices was 
sustained. After stating that the Appalachian Coals case was not in 
point, and after reviewing other precedents, the Court said: 

Thus for over forty years this Court has consistently and without deviation 
adhered to the principle that price-fixing agreements are unlawful per se 
under the Sherman Act and that no showing of so-called competitive abuses or 
evils which those agreements were designed to eliminate or alleviate may be 
interposed as a defense. . . . Any combination which tampers with price 
structures is engaged in an unlawful activity. Even though the members of 
the price-fixing group were in no position to control the market, to the extent 
that they raised, lowered, or stabilized prices they would be directly inter- 
fering with the free play of market forces. The Act places all such schemes 
beyond the pale and protects that vital part of our economy against any degree 
of interference. 14 

And it is stated even more positively in another part of the opinion that 
the economic strength of the group is immaterial. Justice Douglas said: 

The group making those agreements may or may not have power to control 
the market. But the fact that the group cannot control the market prices does 
not necessarily mean that the agreement as to prices has no utility to the mem- 
bers of the combination. . . . Whatever economic justification particular 
price-fixing agreements may be thought to have, the law does not permit an 
inquiry into their reasonableness. They are all banned because of their actual 
or potential threat to the central nervous system of the economy. 16 

In 1942, in condemning the fixing of re-sale prices by patent-holders 
through agency and patent-licensing agreements, 16 the Court reaffirmed its 
position in the Trenton Potteries and Socony-Vacuum cases. Citing these 
decisions, the Court declared that price-fixing agreements are illegal per se 
under the Sherman Act. They are unreasonable restraints “because they 
eliminate competition.” 

On the basis of these recent decisions, therefore, it can be confidently 
asserted that price-fixing arrangements are definitely outlawed. Any 
agreement or understanding between competitors relating to prices, 

18 310 U. S. 150 (1940). 

V 14 Ibid., pp. 218, 221. 

15 Ibid., pp. 225-226, note 59. 

16 U. S. v . Univis Lena Co., 62 Sup. Ct. 1088 (1942); U. S. v. Masonite Corp., 62 
Sup. Ct. 1070 (1942). 
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whether for the purpose of raising, lowering, or stabilizing them, is banned. 
No inquiry will be made into the reasonableness of the prices fixed or the 
economic desirability of price-fixing schemes. They may not be justified 
on the grounds of ruinous competition or competitive evils, nor will the 
intentions of the parties, whether good or bad, save them. The rule is 
applicable both to minority and to majority combinations. Degree of 
market control is not a factor. 

In eliminating this legal test, the Court has avoided a troublesome and 
difficult problem. Its failure to determine successfully the existence of 
monopoly power is well illustrated in the merger cases. A blanket pro- 
hibition is by far the best policy. Any concessions, even to a minority 
group, are very apt to lead to a progressive weakening of competitive 
forces throughout the economy. If a group in one area or section of the 
market is allowed to organize for the purpose of restricting price com- 
petition among its members, other groups will seek and obtain the same 
privilege. Once each section has become organized, it will be an easy 
step to agreements and understandings embracing whole industries. 
Even if this is not the eventual outcome, limited agreements usually af- 
fect the market in some measure, particularly in those areas served by 
local producers. If any interference with competitive forces is to be 
permitted, it must be brought about only under the supervision of gov- 
ernment. Until administrative machinery is established to control the 
prices fixed by private groups, it is the part of wisdom to allow no excep- 
tions to the general rule. 

The adequacy of public control is a function not only of the status of 
the law, but of the machinery available for detecting violations and 
prosecuting them. A major difficulty in enforcing the law against price- 
fixing is the discovery and proof of illegal agreements and understand- 
ings. Obviously, every effort is made to conceal them from the public 
and governmental agencies. If evidence of overt acts does exist, and if 
sufficient resources are made available to those governmental agencies 
responsible for law enforcement, they can be detected and prosecuted 
successfully. The recent achievements of the Department of Justice and 
the Federal Trade Commission show this to be true. These agencies 
rely in part upon investigations undertaken on their motion to uncover 
violations of law, but a fruitful source of information is found in the 
complaints registered by injured competitors and large buyers . 17 Now 
that the Government has displayed a serious interest in eliminating 
threats to the competitive system, and has backed this up with substan- 

17 For an interesting account of the origin of complaints and their investigation, 
see E. P. Hodges, F. Hamilton and C. L. Terrel, “Complaints of Anti-trust Law 
Violations and Their Investigation,” Law and Contemporary Problems , Vol. VII 
<1940), pp. 90-103. 
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tial resources, there appears to be no difficulty either in detecting viola- 
tions or in obtaining the necessary evidence to convict offenders. 


CONTROL OF OUTPUT AND INVESTMENT 

So long as there is any elasticity in the demand curve for a particular 
product, it is obvious that any agreement which raises the price of the 
product will result in reduced sales. A like result will follow if prices 
are stabilized when demand for a product is declining. Output is re- 
stricted and fewer productive resources are used in the industry. Price- 
fixing and curtailment of production go hand in hand, therefore, and are 
two aspects of the same general industrial policy; only the methods differ. 

A restriction of output may be effected by reducing hours of operation 
of plants, shutting down certain plants, or simply agreeing not to produce 
more than a given amount. Or, if the combining group controls patents, 
the number of firms licensed to use the patents may be restricted, and 
those licensed may be required to limit production to fixed quotas. In- 
vestment in the field is thus controlled. Whatever the method of con- 
trol, output is limited, and prices may be maintained as effectively as if 
they were fixed by agreement. 

It would seem to follow that, if direct price-fixing is unconditionally 
illegal, output control is likewise banned under the Sherman Law. The 
courts have so held. Few cases involving this question have been de- 
cided, but several early lower court decisions have pointed the way. 1 * 
The authoritative Supreme Court decision is the American Hardwood 
Manufacturers’ Association 19 case, which was considered in the section 
on price-fixing. No agreement was shown to exist among these manu- 
facturers of one-third of the hardwood lumber produced in the country, 
but the Court found that detailed statistical information and persuasion 
were used to effect a cooperative control of production. One of the 
prime purposes of the meetings and reports, in the opinion of the Court, 
“was to induce members to cooperate in restricting production, thereby 


18 Chesapeake & Ohio Fuel Co. v. U. S., 115 Fed. 610 (1902) ; Gibbs v. McNecley, 
118 Fed. 120 (1902). Involved in the Gibbs case was an association of manufacturers 
and wholesale dealers in Washington red-cedar shingles that undertook to fix prices 
and “to order the closing down of all mills, and to take other necessary steps to 
curtail the output of Washington red-cedar shingles, when in their judgment the 
supply should exceed the demand.” The arrangement was condemned in unmis- 
takable terms, the Court saying: “The combination in the case before the court 
is more than a combination to regulate prices; it is a combination to control the 
production of a manufactured article more than four-fifths of which is made for 
interstate trade, and to diminish competition in its production, as well as to advance 
its price. These features, we think, determine its object, and bring it under the 
condemnation of the law.” 

American Column & Lumber Co. v. U. S., 257 U. S. 377 (1921). 



592 


PUBLIC CONTROL OF .INDUSTRIAL COOPERATION 


keeping the supply low and the prices high, and that whenever there was 
any suggestion of running the mills to an extent which would bring up 
the supply to a point which might affect prices, the advice against oper- 
ations which might lead to such result was put in the strongest possible 
terms. The cooperation is palpable and avowed, its purpose is clear, and 
we shall see that it was completely realized.” 20 The scheme to curtail 
output and thereby enhance prices was condemned. 

Subsequent judicial statements indicate no change in doctrine . 21 In 
upholding a common selling agency in the Appalachian Coals case, the 
Court emphasized the absence of any attempt to limit production . 22 An 
important aspect of the decision adverse to the Socony-Vacuum Oil Co. 
and others was the “restriction of (the) supply of gasoline by removal 
of a surplus.” 23 And it is noteworthy that the Federal Trade Commis- 
sion also has acknowledged the illegal nature of output restrictions by 
issuing orders against such concerted action . 24 

Cooperative action by holders of process patents to curtail the output 
of a product which is itself unpatented is unlawful. It is sufficient to 
quote the rule stated in the “cracking” case: “Where domination exists, 
a pooling of competing process patents, or an exchange of licenses for the 
purpose of curtailing the manufacture and supply of an unpatented prod- 
uct, is beyond the privileges conferred by the patents and constitutes a 
violation of the Sherman Act.” 25 The rule is weakened by the qualifica- 
tion that “domination” must exist, but it is likely that in this matter the 
Supreme Court will adopt the same uncompromising attitude that it has 
maintained toward price-fixing and other output limitations. In any 
event, the rule would seem to be quite adequate to cope with the situa- 
tion which exists in the glass container industry. 

Recent consent decrees have broken international patent pooling and 
licensing arrangements that have restricted American production of vital 
war materials. The magnesium decree requires the cancellation of all 

20 Ibid., p. 404. 

21 In this connection reference is sometimes made to National Association of 
Window Glass Manufacturers v. U. S., 263 U. S. 403 (1923). An arrangement was 
made whereby producers of hand-blown window glass would operate only during 
specified periods, the periods being staggered so that, while some were operating full 
scale, others would be idle. The purpose was to allow each firm, when operating, 
to obtain a full complement of the limited available supply of skilled labor. There 
was no curtailment of production, hence the Court found it to be a reasonable 
restraint. Because of the peculiar situation involved and the absence of output 
curtailment, the case would seem not to qualify the general rule holding restriction 
of output unlawful. 

22 288 U.S. 344.367 (1933). 

28 310 U. S. 160. 220 (1940). 

a4 See, for example, California Rice Industry, 26 F. T. C. 968 (1938); American 
Veneer Package Ass’n., Inc., 30 F. T. C. 666 (1940). 

28 Standard Oil Co. (Indiana) v. U. S., 283 U. S. 163, 174 (1931). 



PUBLIC CONTROL OF INDUSTRIAL COOPERATION 593 


existing patent licenses and agreements and the free licensing of produc- 
tion and fabrication patents “without any restrictions or conditions what- 
soever” during the war emergency . 26 Reasonable royalties may be 
charged after the war. The consent decree entered into by the Standard 
Oil Company of New Jersey declares unlawful certain agreements with 
I. G. Farbenindustrie, the German chemical trust, which had the effect of 
suppressing patented processes for the production of synthetic rubber and 
gasoline from petroleum and coal . 27 Free public licensing and technical 
information necessary for operations under the patents are required for 
the duration of the war. Among other things, the defendants are for- 
bidden “to divide sales territories, or restrict production or agree not to 
manufacture.” 

PRICE UNIFORMITY AND TRADE ASSOCIATION 

ACTIVITY 

Uniformity of prices among sellers in a given market is characteristic 
of price-fixing arrangements. But uniformity is also characteristic of 
markets wherein competitive forces operate freely. Because of this 
seeming paradox, it is most difficult to enforce a public policy against 
price uniformity arising from collusion. The fact of price uniformity in 
industrial markets, however, is evidence usually of concerted efforts to 
maintain price. Where neither buyers nor sellers are fully informed, 
where sellers produce under diverse conditions, and where disparities in 
size, financial strength and efficiency make for unequal bargaining power 
as between sellers and buyers, absolute uniformity in prices is not the 
natural result of competition. Suspicion is aroused particularly when 
the prices are maintained for long periods of time and fail to move in 
accordance with the trend of all prices. 

Special attention is given to price uniformity apart from the considera- 
tion of price-fixing by agreement, because of the numerous devices and 
practices whereby organizations of business men have sought to attain 
this goal without formal agreements. The policies of trade associations, 
for example, have been directed in large measure to the curtailment of 
price-cutting. Price-cutting, particularly in periods of declining demand 
and excessive productive capacity, is greatly feared, and every effort is 


26 U. S. v. Aluminum Co. of America et al. t U. S. District Court for Southern 
District of New York, April 15, 1942. The defendants pleaded nolo contendere to 
the indictment charging violation of the anti-trust laws, and were fined $140,000. 

27 U. S. v. Standard Oil Co. et al., U. S. District Court of New Jersey, March 25, 
1942. Fines of $50,000 were imposed upon the defendants when they pleaded 
nolo contendere in the criminal proceedings. The consent decree terminated the 
civil suit. 
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made to build up a code of business ethics which brands price-cutters as 
unethical sellers or “chiselers.” Trade associations, as indicated in an 
earlier chapter, have not been satisfied to perform their avowed func- 
tions of making competition more informed and intelligent by the gather- 
ing and dissemination of significant trade statistics. They have gone 
further and instituted cooperative control to insure the elimination of 
price-cutting. To the extent that they have been successful, they have 
induced a uniformity and stability in prices and terms of sale which have 
interfered seriously with the control functions of prices. 

• The Supreme Court has decided five cases relating to the statistical 
activities of trade associations. Adverse decisions were rendered in three 
of them, and the programs of the associations were sustained in the other 
two. The procedure of the Court has been to scrutinize the facts of each 
particular case to ascertain whether the operation of the plan as a whole 
has the effect of so limiting competition as to constitute an unreasonable 
restraint of trade. Such an approach makes it difficult to determine just 
what parts of a general program are unlawful and to state with certainty 
what an association may legitimately do by way of interchanging trade 
information. 

The two earliest proceedings in which so-called “open price ,, or “open 
competition” plans were reviewed were the American Hardwood Manu- 
facturers’ Association 28 case of 1921 and the Linseed Oil 29 case of 1923. 
“Concerted action” to restrain trade was found in both cases. Repeated 
reference has already been made to the Hardwood Association case. It 
is sufficient to point out here that the statistics exchanged as to prices, 
sales, and production were very detailed, and were accompanied by inter- 
pretive comments and strong suggestions respecting future price and 
production policies. The information collected was not made available 
to buyers or the general public, hence it did not contribute to the full 
knowledge essential for the proper functioning of competition. Impor- 
tant elements in the plan of the twelve “crushers” of flaxseed and produc- 
ers of linseed oil, cake and meal, were the exchange of all price schedules 
and terms of sale, an agreement to adhere to published prices and to give 
immediate notice of any quotations at prices lower than these, a zone 
pricing system, and the interchange of detailed information respecting 
sales, purchasers, inventories, and other matters. No publicity was given 
to the statistical information. The business conduct of members was 
carefully watched, and fines were imposed for failure to live up to their 
obligations. The Court found that “prices of oil became more stable,” 
and concluded that the “necessary tendency” of the whole plan was “to 


28 American Column & Lumber Co. v. U. S., 257 U. 3. 377 (1921). 

29 U. S. v. American Linseed Oil Co., 262 U. S. 371 (1923). 
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destroy the kind of competition to which the public has long looked for 
protection.” 80 

In 1925, in the Maple Flooring 31 and Cement Manufacturers 32 cases, 
the Supreme Court again had occasion to scrutinize elaborate trade asso- 
ciation plans for the collection and dissemination of market data. This 
time, however, the Court found that the facts revealed no agreement or 
concerted action with respect to prices or output. Several facts served 
to distinguish the Maple Flooring case from prior decisions. One was 
that the reports of sales and prices related exclusively to past and closed 
transactions and did not disclose current prices, the names of purchasers, 
or the identity of producers rendering specific information. Another was 
the wide publicity given to the statistics which were gathered. But there 
were also facts which should have given the Court pause. A basing- 
point system of pricing was involved. Maple flooring was sold on a 
delivered price basis, and to aid in the calculation of these prices a 
freight-rate book giving rates from a basing point to numerous points in 
the United States was distributed by the association. The association 
also compiled and circulated the average cost of production of all types 
of flooring. The Court acknowledged that these data might be used as a 
basis for fixing prices, but found no evidence of it. On the contrary, 
prices were found to have exhibited no “abnormality” and were “fair 
and reasonable.” 33 

Justice Stone was greatly impressed with the economic benefits to be 
had from a wide distribution of market information, and rightly so. 
Having reduced the issues in the case to the question of the legality of 
combining for the purpose of collecting and disseminating business statis- 
tics, he could reach but one decision. He said: “Persons who unite in 
gathering and disseminating information in trade journals and statistical 
reports on industry . . . are not engaged in unlawful conspiracies in 
restraint of trade merely because the ultimate result of their efforts may 
be to stabilize prices or limit production through a better understanding 
of economic laws and a more general ability to conform to them.” 34 

80 U. S. v . American Linseed Oil Co., 262 U. S. 371, 390 (1923). 

81 Maple Flooring Manufacturers Assn. v. U. S., 268 U. S. 563 (1925). 

82 Cement Manufacturers Assn. v. U. S., 268 U. S. 588 (1925). 

38 Monthly meetings were also held, but the Court found that prices were not 
discussed. The following is significant (p. 575) : “It was admitted by several wit- 
nesses, however, that upon occasion the trend of prices and future prices became 
the subject of discussion outside the meeting among individual representatives of 
the defendants attending the meeting.” One is reminded of Adam Smiths classic 
remark to the effect that “people of the same trade seldom meet together, even for 
merriment and diversion, but the conversation ends in a conspiracy against the public, 
or in some contrivance to raise prices.” Wealth of Nations (ed. Cannan), Vol. I, 

p. 130. 

M 268 XL S. 563, 584. 
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But here the Court was treading on dangerous ground, for the logical re- 
sult of full information in a market is not stability of price and restric- 
tion of production. In purely competitive markets a restriction of 
production is occasioned by falling prices. A freely determined price 
adjusts production to demand and cannot be stable in a dynamic econ- 
omy. The Court seems here to have placed its stamp of approval upon 
the unfortunate philosophy of many trade associations. 8 ® 

In the Cement Manufacturers 88 case, the members received a variety 
of trade statistics as well as credit information and data designed to 
prevent buyers from fraudulently obtaining more cement than they were 
entitled to under their contracts. Periodic meetings were held, but there 
was no discussion of current prices or production policies. Not all of the 
statistics were disseminated to the general public. Cement was sold on 
a delivered-price basis, and the association distributed freight-rate books 
giving rates from established basing-points to nearly all destinations in 
the Northeastern' section of the United States. Despite a finding of a 
“substantial uniformity in the price of cement,” the Court held that no 
inference could be drawn from the Association’s activities of a conspiracy 
to control prices or output. There were some variations in price, and 
the general uniformity was explained as arising not out of price-fixing, 
but from the speed with which sellers met changes in price. The Court 
did admit that price uniformity at artificial levels might in some circum- 
stances be evidence of an agreement, an understanding, or concerted ac- 
tion by sellers. 

The facts of the Sugar Institute 87 case, decided in 1936, have been 
reviewed in detail in an earlier chapter. Comment here will be confined 
to a few significant matters relating to the Court’s decision. The Court 
found that a dominant purpose of the Institute was to suppress price 
competition by maintaining a uniform price structure at relatively high 
levels. A price-reporting plan designed allegedly to eliminate secret 
discrimination was a part of its arrangement. Members agreed to ad- 
here strictly to their filed prices until changes, which became effective 
the following day, were publicly announced and the Institute was noti- 
fied. The requirement to adhere to published prices was unqualifiedly 
condemned because it precluded independent negotiations between buy- 
ers and sellers and daused prices to be uniform, rigid, and unduly high. 
The lower court had also objected to the filing and dissemination of 

88 Justice McReynolds, dissenting, said (p. 587) : “It seems to me that ordinary 
knowledge of human nature and of the impelling force of greed ought to permit no 
serious doubt concerning the ultimate outcome of the arrangements. . . . Pious 
protestations and smug preambles but intensify distrust when men are found busy 
with schemes to enrich themselves through circumventions.” 

88 268U.S. 588 (1925). 

8T U. S. v. Sugar Institute. Inc, 297 U. S. 553 (1930). 
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prices to be applied in the future. This was in accordance with views 
expressed in earlier cases. But the Supreme Court sanctioned the re- 
porting of current and future prices because established marketing prac- 
tices in the trade required the public announcement of prices in advance 
of sales. It was believed that competitive forces would be freed if the 
rule requiring sellers to adhere to published prices was eliminated. The 
Court based this part of its decision on the facts peculiar to the sugar 
industry, and seems not to have intended to formulate a general rule. 
There is a real danger that the reporting of current and future prices may 
be used in some circumstances to facilitate price leadership and harmoni- 
ous price policies. 

Another interesting feature of the Sugar Institute case concerned the 
statistical services of the trade association. The Institute was enjoined 
from disseminating statistics on sales, stocks, and similar matters unless 
they were made available to the purchasing and distributing trade. This 
was limited by the Supreme Court, however, on the ground that some 
information which was of a confidential nature might be obtained from 
refiners. It may be conceded that credit information and the like can- 
not be given wide publicity, but there would seem to be no reason to 
permit the withholding of any purely statistical data that an association 
finds it worth while to gather. 

Most of the efforts of the Sugar Institute were directed at obtaining 
uniformity in terms of sale and in business methods. Its regulations 
prevented secret concessions and discrimination, but they had the effect 
also of blocking all opportunities for individual competitive action. 
Having eliminated any alternative means for rivalry or any indirect 
price competition, it could then concentrate on the maintenance of uni- 
form prices at satisfactory levels. Accordingly, the Court enjoined con- 
certed action designed either to maintain a delivered price system and 
uniform credit terms, or to prohibit quantity discounts and long-term 
contracts. The economic effects of these and numerous other practices 
were clearly perceived by the courts. In view of the generous treatment 
accorded basing-point systems in the Maple Flooring and Cement cases, 
it is particularly noteworthy that concerted action to support a delivered 
price system was found to be illegal. 

The review of the cases involving trade associations suggests that 
there is no legal objection to the interchange of statistical information 
between competitors or to numerous other cooperative activities. But 
certain features, of trade association programs are condemned because 
they yield results which are at variance with competition. Since the 
courts have determined the legality of plans according to their purposes 
Or effects as a whole, it is not altogether clear which features are lawful 
and which unlawful. On the basis of the facts stressed in the court opin- 
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ions. and the comments respecting specific parts of plans, the following 
summary of illegal features may be ventured: (1) Agreements to adhere 
to published prices and to make no changes in prices without notice; (2) 
agreements or concerted action to maintain uniform terms and conditions 
of sales; (3) failure to disseminate statistical information to purchasers 
and the general public; (4) discussion of prices and production policies 
at meetings of competitors; (5) interpretive comments and persuasion 
which might effect uniform action regarding output and prices; (6) the 
identification of purchasers or sellers in connection with data distributed 
to competing firms. It is also quite certain that statistical data must be 
confined to past and closed transactions, but the holding in the Sugar 
Institute case permitting the filing of current and future prices suggests 
that peculiar trade conditions may justify legal qualification of this rule. 
The status of delivered-price systems as a device for maintaining uni- 
formity of prices is also uncertain in the Sherman Act cases, but the re- 
cent Sugar Institute decision does cast doubt on their legality. Ultimate 
clarification of the legality of delivered prices calculated on accepted 
basing-points may have to await court review of decisions under the 
Federal Trade Commission and Clayton Acts. 

In condemning undesirable aspects of trade association activity, the 
courts have established certain barriers to the abuse of functions which 
have a legitimate place in a competitive society. 88 To assure observance 
of these rules requires vigilance and constant administrative supervi- 
sion. 89 Trade associations have been prone to stress price stabilization 
rather than larger profits through increased production and greater voIt 
ume of sales. There is a considerable temptation, therefore, to use the 
trade association as a device for secret understandings and price leader- 
ship. Such organizations are apt to bring to industries that “friendly 
cooperative spirit” about which the Court remarked in the Sugar Insti- 


88 A substantial number of consent decrees have been entered in recent years in 
which trade associations have been forbidden to engage in such practices as price- 
fixing, adhering to announced prices and terms of sale, disseminating current and 
future prices, failing to disclose statistical information to purchasers and the public, 
and the sponsoring of meetings to discuss price and production policies. See, for 
example, U. S. v. National Container Assn., Southern District, New York, 1940; 
U. S. v . Southern California Marble Assn., Southern District, California, 1940; U. S. 
v. California Rice Industry, Northern District, California, 1941; U. S. v. National 
Retail Lumber Dealers Assn., District, Colorado, 1942. These and other cases are 
reported in Commerce Clearing House, Trade Regulation Service. 

The Federal Trade Commission has also issued numerous orders against trade 
associations, prohibiting the practices enumerated above. See, for example, Amer- 
ican Veneer Package Assn., Inc., 30 F. T. C. 665 (1940) ; Hardwood Institute, Com- 
plaint No. 3418 (1942). 

. 89 For an excellent analysis of the legality of the statistical activities of ‘ trade 
associations and well-considered proposals for strengthening public control, see Mil- 
ton Randier, T. N. E. C., Monograph No. 38, pp. 18-29. J 
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tute case. In view of the ease with which trade association functioning 
may pass from the legitimate to the unlawful, it would seem wise to 
require each association to register with the Federal Trade Commission 
and to disclose in great detail its organization, functions, and plan of 
operation. They should then be required to file all statistical data that 
have been gathered, as well as to disseminate them to buyers and the 
general public. Full authority should be given the Commission to re- 
quire the filing of pther reports, to attend meetings, and to scrutinize 
records. Equipped with adequate authority and information, a vigilant 
administrative agency would be in a position to detect and to bring 
appropriate legal action against cooperative control of prices and pro- 
duction. 


MARKET-SHARING 

There seems to be no doubt that the artificial sharing of markets is 
illegal under the Sherman Act. The leading decision of the Supreme 
Court is the Addyston Pipe 40 case. Involved in this case, it will be 
recalled, was a pooling arrangement between producers of cast-iron pipe. 
Prices were fixed by the association and business was divided between 
the members by a complicated system of collusive bidding. The whole 
arrangement was condemned in such terms as to make it clear that where 
agreements rather than price competition determine the distribution of 
sales between firms, the law is violated. The manner in which shares 
are determined, whether by allocating fixed quotas, customers, or re- 
gional areas, is immaterial, since in every case competition between the 
firms is suppressed. Thus, in the Continental Wall Paper 41 case, a 
cooperative selling scheme embracing producers of 98 per cent of the wall 
paper sold in the country was condemned. Among other things, the 
company fixed the prices on wall paper and determined the output of the 
contributing firms. 

Where the existence of market-sharing agreements or understandings 
has been established, both the Federal courts and the Federal Trade 
Commission have declared them illegal. 42 It is difficult, however, to 
establish the fact that an explicit agreement or conspiracy exists. 
Where cooperation is effected by general consent or convention, as seems 
to have been the case in the sale of anthracite coal and in meat-packing, 
the burden of proof is particularly difficult. Unless the courts are willing 


Addyston Pipe & Steel Co. v. U. S„ 175 U. S. 211 (1899). 

41 Continental Wall Paper Co. v. Voigt and Sons Co., 212 U. S. 227 (1909). 

42 See, for example, JButchart v. U. S., 295 Fed. 577 (1924); Consent decree in 
U. S. v . National Container Assn., Southern District, New York (1940) ; Fyr-Fyter 
Co., 21 F. T. C. 257 (1935). 
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to infer the existence of tacit agreements from statistical evidence show- 
ing uniformity in percentage distribution of business for protracted pe- 
riods, actual market-sharing may persist . 41 

t 

PRICE LEADERSHIP 

The attitude of the Supreme Court toward the legality of price leader- 
ship was indicated in the Steel 44 and International Harvester 48 cases. 
In those cases, it will be recalled, evidence of price leadership had been 
introduced to support the charge of monopoly. But the Court refused 
to give weight to the evidence as establishing illegal dominance and sup- 
pression of competition. Imitation of a leader’s prices was looked upon 
as being no more improper than the imitation of a competitor’s designs or 
styles. In the International Harvester case, the Court said: 

It has not . . . attempted to dominate or in fact controlled or dominated the 
harvesting machinery industry by the compulsory regulation of prices. The 
most that can be said as to this, is that many of its competitors have been 
accustomed, independently and as a matter of business expediency, to follow 
approximately the prices at which it has sold its harvesting machines. . . . 
And the fact that competitors may see proper, in the exercise of their own 
judgment, to follow the prices of another manufacturer, does not establish any 
suppression of competition or show any sinister domination . 48 

Price leadership as such is lawful. Simply following the prices of a 
leader may involve no agreement or conspiracy, hence cannot be inter- 
dicted by a statute which outlaws these devices for restraining competi- 
tion. Yet leadership activity with respect to prices, production or other 
trade matters can be as effective in controlling prices and output as con- 
federation. A secret understanding, rather than established habit or 
convention, may underlie the smooth and profitable operation of a 
leadership scheme. If the evidence of price leadership, and uniform and 
inflexible prices associated with it, established the presence of conspiracy, 
the law could move effectively. 

It is clear that any understanding is unlawful which permits a firm to 
make the decisions respecting price policy for an industry group. In 
the Masonite case, the Court said: “The fixing of prices by one member 
of a group pursuant to express delegation, acquiescence, or understanding 
is just as illegal as the fixing of prices by direct, joint action .” 47 Agency 

A 

48 For recent indictments against meat-packers charging divisions of the available 
supply of hogs and sheep, see Commerce Clearing House, Trade Regulation Service 
(eighth edition), Paragraphs 51,034 and 51,051. 

44 U. S. v. United States Steel Corp., 251 U. S. 417 (1920). 

48 U. S. v . International Harvester Co., 274 U. S. 693 (1927). 

48 Ibid., pp. 708-709. 

4T U. S. v. Masonite Corp., 62 Sup. Ct. 1070 (1942). 
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agreements between a manufacturer and his competitors for the sale of 
a patented product had been separately negotiated, and the patentee had 
retained the right to fix the price without consulting the agents. And it 
is also noteworthy that the Court, on the strength of intimations in a 
recent decision concerning conspiracy in the motion picture field , 48 might 
give considerable weight to leadership activity and price uniformity as 
evidence of conspiracy to fix prices. After pointing out that there was 
no direct testimony as to unlawful agreement, and that inferences had 
to be drawn from the conduct of the defendants, the Court said: “It taxes 
credulity to believe that the several distributors would, in the circum- 
stances, have accepted and put into operation with substantial unanimity 
such far-reaching changes in their business methods without some under- 
standing that all were to join, and we reject as beyond the range of prob- 
ability that it was the result of mere chance .” 49 This was not a price 
leadership case, but the conclusion reached does suggest possibilities 
regarding an attack upon the subtler forms of modern industrial coopera- 
tion. 

What can be done about price leadership? The most direct attack 
upon the problem would be to remove the economic conditions which 
make possible such behavior. Leadership is most apt to be found in 
industries where there are relatively few large firms and where a single 
firm is considerably larger than its rivals. Breaking up the dominant 
concerns would contribute to the restoration of competitive conditions. 
It might not create immediately a sufficiently large number of firms for 
pure competition, but it would certainly be a salutary step in that direc- 
tion. Such action would not be desirable if it were to entail a net loss 
in productive efficiency, but it has still to be demonstrated that over- 
whelming size is necessary to the greatest efficiency. The benefits of 
mass production can be obtained from units which now constitute parts 
of many large horizontal combinations. 

There are other and more conservative proposals. Professor Handler 
has suggested that a “statutory presumption of illegality arising from 
proof of price uniformity” be created . 60 This would force alleged con- 
spirators to come forward with evidence in their possession to explain 
why prices were uniform and to show that uniformity was not the result 
of a definite agreement. He would also make leadership prima facie 
evidence that the leader has a monopoly. This might help to discourage 
the practice, and would, if leadership by the dominant firm persists, make 
it easier to prove illegal domination and force the dissolution of the 
firm. The suggested remedy for leadership which results from conven- 

*• Interstate Circuit, Inc., v. U. S., 306 U. S. 208 (1939). 

"76uf., p. 223. 

50 T. N. E. C., Monograph No. 38, p. 44. 
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tion rather than agreement is administrative control. Control by an ad- 
ministrative agency would be designed, as Professor Handler has put it, 
“to eliminate the causes of and conditions favorable to the practice, and 
to restore, invigorate, and protect competition” in industries where lead- 
ership is prevalent . 51 Such flexible administrative regulation could be 
of some aid in removing devices which facilitate leadership, but to re- 
move the fyndamental causes would require reorganization of the con- 
centrated industries. If the large dominant firms are to be allowed to 
exist and to exercise managerial powers, any regulation must necessarily 
inquire into the reasonableness of prices and undertake to control them. 
This would entail the assumption of the numerous and difficult tasks 
presently associated with the regulation of transportation and public 
utility rates. 

One specific practice upon which the smooth operation of leadership 
and uniform price policies seem to depend is the quotation of delivered 
prices. Formula prices calculated by means of basing-points or zones 
make for uniform delivered prices from all points of origin. It is a 
simple matter, therefore, to detect price-cutting by any seller. The 
leader may exercise his power in the selection of the basing-points and 
in the quotation of prices at the various bases. Cooperators have little 
difficulty in calculating delivered prices on the basing-point quotations. 
Administrative action or legislation which required that all prices be 
quoted on an f.o.b. mill basis and that they be uniform as between all 
buyers would meet this situation. Prices of differently situated sellers 
would tend to vary at each point of delivery, and the business would go 
to the seller having the lowest freight charges. Leadership could still 
persist with respect to uniform f.o.b. prices, but it ‘would be unlikely 
when competitors were confined to selling in their natural market areas. 
Competitors located at the same producing points could, of course, fol- 
low uniform pricing policies to advantage. Since zone and basing-point 
systems can also be indicted on the grounds that they are discriminatory 
and induce wasteful cross-freighting, their elimination is much to be 
desired . 62 


COERCION AND BOYCOTTS 

One further type of cooperation deserves brief consideration. It is not 
uncommon for a trade group to take concerted action to force others to 
conform to business policies which are desired by the combining firms. 

81 Ibid., p. 45. 

82 For an analysis of the relation of formula prices to price leadership, see George 
P. Comer, “Price Leadership,” Law and Contemporary Problems, Vol. VII (1940), 
pp. 61-73. 
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The method used to obtain compliance with the demands of the cooperat- 
ing group is usually some form of boycotting. They refuse to deal with 
the obnoxious firms. Since such concerted action must necessarily im- 
pair the economic welfare of the non-conforming firms and may actually 
force them out of business, the courts have invariably found the boycott 
to be an unreasonable restraint of trade. 

The leading decision by the Supreme Court is Eastern States Retail 
Lumber Dealer Association v . United States . 53 Members of the asso- 
ciation were required to report the names of wholesalers who sold lumber 
directly to consumers. A blacklist of offending wholesalers was then 
circulated among the retailers. There was no agreement requiring the 
withholding of patronage from these firms; but the obvious purpose and 
effect were just that. The retailers contended that their action was 
necessary to protect the retail trade and that their continued existence 
was in the public interest, but the Court held that this constituted no 
defense for the use of means that violated the law. It was conceded that 
an individual or firm acting alone might for any reason stop his dealings 
with another. In no circumstances, however, could he conspire with 
others to take action which had the effect of unduly suppressing competi- 
tion. 

A long series of cases has been decided on the authority of the above 
decision. Two may be mentioned. In the Paramount 54 case, the ten 
leading producers and distributors of motion picture films agreed to re- 
fuse to contract for the display of films except on the terms of a standard 
contract. Exhibitors objected to the provision requiring arbitration of 
all disputes. The Court found no justification of the arrangement in the 
fact that arbitration was “well adapted to the needs” of the industry, 
and condemned it because it coerced exhibitors and limited the freedom 
of trade. And in the Fashion Originators’ Guild 55 case, the Court up- 
held an order of the Federal Trade Commission against a boycott pro- 
gram designed to protect the participating firms from so-called “style 
piracy.” The plan violated the law in several respects, chief of which 
was the fact that it subjected “all retailers and manufacturers who de- 
cline to comply with the Guild’s program to an organized boycott.” 
Again the Court refused to entertain evidence offered in extenuation of 
the boycotting scheme. 

The law with respect to boycotts and other coercive restraints is 
eminently satisfactory. Such interferences with competition are unlaw- 
ful in all circumstances. It is immaterial how good the intentions of the 

58 234 U. S. 600 (1914). 

84 Paramount-Famous-Lasky Corp. v . U. S., 282 U. S. 30 (1930). 

85 Fashion Originators’ Guild v. F. T. C., 312 U. S. 457 (1941). 
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combining group are and what facts may be adduced by way of justifica- 
tion. 


CONCLUSION 

The anti-trust laws are effectual instruments for removing impedi- 
ments to competition where they are effected by means of agreement, 
understanding, or conspiracy. There has been no sustained weakening 
of the law relating to loose combinations that have as their objective the 
fixing of prices, the control of output, the sharing of markets, or the 
exclusion of competitors. A handful of decisions reflect the “rule of 
reason,” but the great body of cases manifests an uncompromising attitude 
toward any cooperation which threatens the operation of competitive 
individualism. 

There is in this respect a decided contrast to the liberal rules which 
have been adopted in some of the merger cases. And the effect has not 
been altogether wholesome, for the disparity in treatment has undoubt- 
edly encouraged the elimination of competition through merger and con- 
solidation. With this added stimulus to concentration in many fields, 
the relations between firms have become such that harmonious price and 
production policies are inevitable, even apart from any formal coopera- 
tion. The attitude of the courts toward price leadership indicates the 
difficulty of attacking such market behavior under statutes that deal 
with agreements and conspiracies. Where the number of firms is large 
it becomes necessary to resort to agreements and understandings, and 
these can be detected and prosecuted under the law. 

Some changes in the law are advisable, but they need not be revolu- 
tionary. The creation of statutory presumptions with respect to price 
leadership and price uniformity would lighten the burden of proof and 
facilitate prosecution. The elimination of basing-point and zoning sys- 
tems would be desirable. Administrative supervision of trade associa- 
tions is necessary. The main problem, however, is that of. more adequate 
enforcement of the anti-trust laws. The generally accepted objectives 
of these laws cannot be realized if their enforcement is sporadic and half- 
hearted. Marked progress has already been made because of the provi- 
sion of larger appropriations and more adequate staffs for the Depart- 
ment of Justice and the Federal Trade Commission. If these provisions 
are continued and increased to meet the expanding needs of these en- 
forcement agencies, there is hope for the survival of the competitive 
system. 



CONCLUSION 

Possible Public Policies 




29 

The Reconstruction of Competitive Individualism 
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It is perfectly apparent that in sizable areas of the American economy 
the concentration of business in very large corporate units has created 
conditions inimical to competitive control of production. The planning 
of business affairs is left supposedly to individuals who risk their prop- 
erty in return for the profit rewards paid for successful direction. And 
profits, along with the other two members of the ruling triumvirate — 
prices and costs — serve to show how the scarce productive resources of 
the country should be allocated among all the possible uses, and exercise 
a pressure to force them to be used efficiently. But the planning process 
cannot work if property does not exercise its control functions, and if 
the individual producer is not held in check by the competition of other 
producers. And all too frequently these prerequisites are missing, with 
results that cannot be tolerated. 

Concentration frequently has removed corporate control from the mass 
of owners and placed it in the hands of either minority groups with small 
property interests, or management groups w T ho have exchanged their 
positions as employees for places of control. Frequently the stockholder 
is unable to protect his rights to control, but in many instances he is 
perfectly willing to surrender a right that entails obligations. Regard- 
less of the stockholder’s attitude, the planning machinery will work badly 
if his duties are assumed by some group possessing a different position 
and interest in the corporation. 

Neither management nor minority groups have the same point of view 
toward corporate affairs as do the majority of stockholders; and manage- 
ment officers are in an essentially different position in the corporate struc- 
ture. They are not in the position of residual income receivers who 
take large or small returns as the corporation is successful or unsuccess- 
ful. Once in control, they are able to perpetuate their power and set 
payments for their services that may have little connection with their 
efficiency. It is impossible to operate an individualistic system in which 
the power of some individuals is not subject to any quickly effective 

607 
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check. That is obvious in the realm of political individualism, and it 
must be equally true that an arrangement of checks and balances is 
required in any system of economic individualism. Or if unlimited 
power is granted to the executive, the system must provide for the im- 
mediate dismissal of the executive when he loses the confidence of the 
electorate. And that provision we do not have. Even if production plans 
are well laid, and the rewards paid to themselves by control groups are 
moderate, we cannot depend on a planning system that may be upset at 
any time by the actions of one group in the system. The presence of a 
benign and intelligent autocrat does not create a system of economic or 
political democracy. 

In the study of monopoly and industrial cooperation it appears that 
concentrated power has not brought satisfactory planning. The eco- 
nomic results of monopoly are not tolerable. Production is commonly 
restricted for the sake of high profits or stability, and the incentive for 
improvement may be lessened as producers are no longer exposed to 
competitive pressures. 

From its beginning the system of competitive individualism has been 
shaped by political controls. It is commonplace to recognize that the 
state must authoritatively define and protect the rights of the various 
classes of individuals that cooperate in competitive production. To the 
American common law a great many statutory controls have been added. 
In very recent years Federal legislation has materially altered the rules 
that apply in the sale of corporate securities and in the organization of 
public utility holding companies. And for a number of decades the 
Federal power has been directed against monopoly. The older controls 
have not been notably successful in preventing either the faulty operation 
or the partial disappearance of competition. But solution for these prob- 
lems must be sought in a more intense application of social controls. 

POSSIBLE PUBLIC POLICIES 

Public policy may take one of three divergent lines, or may try for 
some compromise among the three. It may attack the general condi- 
tions and the specific industrial practices that are inimical to competitive 
individualism; it may replace private planning with social planning; it 
may allow unchecked power to remain in the hands of the economic in- 
terests that can seize it. Up to the present time our public supervision 
of economic affairs has allowed all three lines of policy to develop. 
Spasmodic opposition to monopoly has brought a measure of the firit. 
Despair over competitive individualism has brought forth some amount 
of government planning or government operation in certain fields of in- 
dustry. And certainly many corporations and many industries are dir 
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rected by groups that are subject to no effective and direct economic or 
political check. 

It is possible to find an economic philosophy that would justify any 
one of these alternatives. Even the last is an acceptable economic ap- 
plication of the Fascist philosophy. It would bring the organization of 
individuals into conflicting economic groups. Inevitably the conflict 
would become political, and the victor would hold his position through a 
Fascistic political organization of the State. Since the philosophy is 
unacceptable to American ideals, there is no need to prepare any bill of 
particulars against its economic application. 

Social planning as an alternative would substitute some form of col- 
lective planning for economic individualism. Political power would be 
organized so as to make directly the necessary economic decisions as to 
where and how labor and material resources were to be utilized. The 
authority of the people concentrated in the machinery of the State would 
be used to control the concentration of economic power that modern busi- 
ness has developed. The planning role now held by prices, costs, and 
profits would be taken over by government officials. Controversy over 
the merits of socialism has waged for many years and cannot be settled 
here. Probably the values to be gained and lost in the abandonment of 
the system of private enterprise for some form of socialism are too varied 
and too susceptible to varying measurement for any logical answer. 
Only a zealot finds the clear and indisputable answer, and he finds it in 
his own dogma. 

Three considerations seem to appear logically out of study of the 
problem. Firstly, the present system, which has become largely a lack 
of system, is not going to remain unchanged. The stand-patter who can 
see no wrong in the system and no reason in the force of circumstances 
for inevitable change is living in a pleasant dream-world. And probably 
the early post-war years will completely shatter that dream. 

Secondly, there is a danger that we may lose cherished political values 
in turning to social planning as an alternative to economic individualism. 
It was not by chance that in the Western world economic and political 
individualism came to the fore together. From the rise of the medieval 
town to the Industrial Revolution their growth was linked. And today 
it may be possible for such a nation as Russia, given a few years of 
peace, to achieve stability and with it a democratic Communism. But 
the task entailed in planning the infinitely detailed economic affairs of a 
huge nation is a dangerously heavy one for popular government. As 
individualism was replaced, groups would be organized to protect their 
collective interests, and the danger to political individualism would be 
very great. 

Thirdly, we have been slow to recognize and take consistent action 
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against the >econoipic developments that are unfavorable to the compete 
tive system. There is much that can be done through political control* 
to give competitive individualism an opportunity to survive and to plan 
satisfactorily our economic affairs. Possible measures to revitalize com- 
petition and to improve its operation in control of production constitute 
the subject matter of this chapter. 

. Most of the many varieties of socialists and social planners will dis- 
miss this project as hopeless tinkering. But if the logic of our industrial 
circumstances has any force, it surely would support the proposal that 
we give our present system the best possible trial before we move on 
into all the uncertainties of some undefined system of social planning. 
There are certain areas of private industry where competition has be- 
come so weakened or distorted that the attempt to continue competitive 
controls would be a mistake. The following chapter discusses the special 
treatment that might be afforded these “problem” industries. 


THE RECONSTRUCTION OF COMPETITIVE CONTROLS 

Public controls merely designed to alter the production pattern will 
not suffice for the revitalization of the competitive system. They must 
reach into other areas of our economy where private regulation of our 
economic affairs is working unsatisfactorily. The dangers for competi- 
tive individualism which are to be found in banking instability, in eco- 
nomic nationalism, in severe inequality in incomes, must be met by 
adequate social controls. These problems, however, have been beyond 
the scope of this work, and their correctives certainly cannot be dealt 
with here. The measures discussed here are only those designed to pro- 
tect and improve directly the competitive control of production. They 
comprise a considerable program affecting our public policy in respect 
to economic investigations, the corporate form, intercorporate relations, 
administration, the legal monopoly contained in patent privileges, and 
the area of competition. 


Public Investigation 

In the light of industrial developments in the United States it appears 
that there are segments of the economy which are still highly competi- 
tive; segments which contain a mixture of competitive and monopolistic 
elements; and segments in which competition has not worked and prob- 
ably cannot work satisfactorily. Before any intelligent policy can be 
undertaken we must be able to locate these varying conditions, and we 
jnust determine ^hose industries in which the revitalization .of competi- 
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tion does not appear feasible. And where it appears that positive public 
controls will protect and improve the operation of competitive controls, 
further investigation is needed to reveal the specific weaknesses and 
faults of competition. 

There are various ways of securing this information. Congress can 
appropriate funds periodically to conduct prolonged investigations. The 
recently completed study of the concentration of economic power by the 
Temporary National Economic Committee was of great value. Or the 
Anti-trust Division of the Department of Justice, in preparing to prose- 
cute alleged violators of the anti-trust laws, may get a fairly clear and 
complete picture of the competitive-monopolistic elements in an industry. 
The Federal Trade Commission may learn a good deal about the plane 
of competition through the medium of trade practice conferences or 
through prosecutions conducted against particular violators of the Trade 
Commission Act, the Clayton Act, or other legislation under its juris- 
diction. 

No one of these ways is completely satisfactory. Nor do they in com- 
bination fill the bill. Sound public policy requires that at least the 
leading industries be the objects of continuing and not occasional study 
and observation. The Economic Division of the Federal Trade Com- 
mission might be expanded for this purpose. Manned by trained eco- 
nomic analysts and granted sufficient funds to do a thorough piece of 
work, this division could discover and organize the facts concerning the 
growth of an industry and current policies bearing on prices, market 
areas, market practices, the use of patents, corporate structures and cor- 
porate interrelations, and other matters affecting the quality and vigor 
of competition. 

The advantages of this arrangement are evident. Within a compara- 
tively short time the public would have a fairly comprehensive idea of 
the segments of industry which are largely competitive and appear likely 
to remain so. Likewise the public would learn of the nature and extent 
of monopoly elements in other segments of industry. A more effective 
and intelligent public approach to each situation could be formulated. 
In the event that the proper regulatory agency wished to conduct anti- 
trust prosecution on a broad scale against an entire industry or against 
individual malefactors, up-to-date and pertinent information would al- 
ways be available. Certainly economic study and analysis should reveal 
the danger-points of monopolistic infection and the specific areas of 
monopoly. It would be unnecessary for a regulatory agency to await 
the accumulation of complaints by the public or to conduct preliminary 
investigations of its own before applying the law. On the other hand, 
fehould -it appear that the possibilities of restoring real competition are 
remote, public funds would not be spent in attempts to win futile paper 
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victories in court. A more effective and immediate attack on the prob- 
lem could be recommended for Congressional action. 

Corporate Organization 

The growth of large corporations has supplied the basic condition out 
of which many of the faults of the competitive economy have arisen. 
Recent public controls administered by the Securities Exchange Commis- 
sion have been directed against exploitation in the sale of new and old 
securities, and in some measure against the loss of control by security 
owners. Increased publicity for corporate affairs and control of proxy 
solicitation may assist the owner in exercising control over corporate 
affairs. But owners coming, as they usually do, into a corporation after 
it has been organized are affected by evils that creep in with incorpora- 
tion. Complex financial structures make it difficult for the owner even 
to know, much less maintain any fixed position in respect to, the income 
and assets of the corporation. And similarly, incorporation provisions 
frequently make it very easy for a group in control to disfranchise large 
numbers of owners through the use of such devices as weighted and non- 
voting stock. When control in the individual corporation can be so 
easily concentrated in the hands of a small group, and when large powers 
are granted to the corporation, the growth of monopoly and industrial 
cooperation is made easy. 

It appears certain that improved controls over the corporation through 
simpler and more rigidly supervised charter provisions are not going to 
come from the individual states. Federal incorporation of all interstate 
companies is required. Incorporation fees may be left largely to the 
states, but the prescription of uniform and clearly delimited powers for 
the corporation and for each of the groups comprising the corporation 
must be made by some Federal agency. It is a function that might well 
be assigned to an enlarged Federal Trade Commission. 

The tremendous size of a number of corporations makes grave prob- 
lems for competitive individualism. A fifty-million or a five-hundred- 
million-dollar corporation is a strange sort of individual, and its presence 
creates a number of the strains that bother the individualistic system. 
It has been proposed that Federal incorporation should be used to place 
a maxiihum on the size of corporations. 

Legislation might prescribe the general standard as being that volume 
of business for the individual firm which was compatible with thorough- 
going competition. The duty of setting the specific maxima for different 
industries could be given to some administrative body such as the Fed- 
eral Trade Commission. Administration of a control of this sort would 
not be easy, and the maxima might be sufficiently small to reduce com- 
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panies in some industries below their optimum. Furthermore, competi- 
tion itself might suffer as individual firms, through vigorous competition, 
increased their volume of business up to the maximum. But if other 
measures are insufficient to insure competition, a choice must be made 
between the administrative difficulties of a measure of this sort and the 
much greater administrative burden of a planned economy. 

Inter-corporate Relations 

The relations developed between corporations have been responsible for 
both the faulty operation and the decline of competition. The holding 
company has created certain corporate problems, and a number of inter- 
corporate relations have been important in the development of monopoly 
and industrial cooperation. Repeal or amendment of certain public 
controls and the creation of new controls would seem to be desired. 

The Miller-Tydings Act legalizing re-sale price maintenance, and the 
Webb-Pomerene Act permitting the association of American producers 
in export associations, unquestionably “tend to substantially lessen com- 
petition.” We cannot recommend that the Department of Justice indict 
Congress, but we can urge the correction of these two mistakes by a 
Congress presumably interested in maintaining the competitive system. 

The policy embodied in the Sherman Act must be clarified and sharp- 
ened. As interpreted by the Supreme Court, the Act is directed only 
against a completed monopoly, and varying weight is given to the criteria 
used to establish the existence of monopoly. As a result the control has 
little or no preventive value, and its application is varying and unpre- 
dictable. In cases where manufacturing combinations held between 50 
and 90 per cent of the market, but when their behavior toward accom- 
plices or small survivors was not vicious, the Court could find no wrong. 
Legislation must remove both intent and abuse of power from the criteria 
used to establish illegality. And Congress must direct the Anti-trust 
Act against combinations when their development makes the operation of 
effective competition impossible. The control must move positively to 
protect competition, and must not negatively wait for the full develop- 
ment of monopoly. To the layman it would seem sufficient to prohibit 
restraint of trade, but that phrase has lost all semblance of satisfactory 
meaning, if it has not lost all meaning, in the course of Sherman Act 
interpretation. Congress must find new language not present in the com- 
mon law or in existing statutes. 

The damaging loophole now in Section 7 of the Clayton Act should be 
stopped up, and added strength to prevent undesirable concentration 
should be given to the Section. In this connection the following recom- 
mendation of the Temporary National Economic Committee, transmitted 
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to Congress in March, 1941, would provide satisfactory corrections. 1 No 
corporation should be allowed to acquire the capital assets and property 
of Competing corporations unless it could be shown: 

(a) That the acquisition is in the public interest and will be promotive of 
greater efficiency and economy of production, distribution, and management; 

(b) That it will not substantially lessen competition, restrain trade, or tend 
to create a monopoly (either in a single section of the country or in the country 
as a whole) in the trade, industry, or line of commerce in which such corporations 
are engaged; 

(c) That the corporations involved in such acquisition do not control more 
than such proportion of the trade, industry, or line of commerce in which they 
are engaged as Congress may determine; 

(d) That the size of the acquiring company after the acquisition will not 
be incompatible with the existence and maintenance of vigorous and effective 
competition in the trade, industry, or line of commerce in which it is engaged; 

(e) That the acquisition will not so reduce the number of competing companies 
in the trade, industry, or line of commerce as materially to lessen the effectiveness 
and vigor of competition in such trade, industry, or line of commerce; 

(f) That the acquiring company has not, to induce the acquisition, indulged 
in any unlawful methods of competition or has not otherwise violated the 
provisions of the Federal Trade Commission Act, as amended. 

In addition, the Committee recommended legislation to prohibit all ac- 
quisition of stock in competing companies except when made for bona 
fide investment purposes or for the control of true subsidiaries. 

The use of two devices instrumental in organizing industrial coopera- 
tion should be prohibited: basing-point and zone price systems are de- 
signed commonly for no other reason than to prevent the appearance of 
competitive independence in an industry. The outright prohibition of 
these would do no harm to buyers and would remove two devices from 
the hands of cooperating monopolists. 

The trade association, although used to restrain competition, has too 
many valuable and legitimate functions to be driven out of use. The 
illegal cooperation which it may organize must be attacked, however, and 
supervision would at least reduce the problem. Legislation should re- 
quire all interstate trade associations to register with and give regular 
and full accounts of their activities and policies to the Federal Trade 
Commission. In this fashion at least the easy organization of illegal 
restraints will be prevented. 

Administrative Changes 

At the present time the two Federal agencies dealing with monopoly 
in industry are the Federal Trade Commission and the Anti-trust Divi- 

. *T. N. E. C., Final Report and Recommendations of the Temporary National 
Mconomic Committee (March 31, 1941), p. 39. 
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sion of the Department of Justice. To date the latter has borne the 
brunt of this work under the Sherman Act, although the Commission has 
assumed some of the burden under Section 5 of its organic act and under 
the Clayton Act. The work of the two agencies should be consolidated. 
Logically the entire job should rest with the Federal Trade Commission, 
and the proper changes in legislation should be made to make this pos- 
sible. That portion of the Department of Justice legal staff which has 
devoted most of its attention to monopoly prosecution should be trans- 
ferred to the Trade Commission. Along with it should go the economic 
staff (with which the Anti-trust Division has been implemented during 
the past few years) and the accumulated data on anti-trust activity of 
the last half-century. Consolidation of the agencies dealing with com- 
petitive methods and industrial monopoly would foster a more effective 
treatment of the whole problem. The entire task would fall squarely on 
the shoulders of a single agency. Responsibility could not be shifted 
easily. Moreover, there would be somewhat less chance for political 
favoritism or spite to permeate Federal policy and administration, since 
the Commission is a bi-partisan organization. 

Given a greatly increased staff and responsibility, and sufficient ap- 
propriations, the Federal Trade Commission would be encouraged to be- 
come a more efficient regulatory organization. 

It must be recognized, however, that markedly increased appropria- 
tions must be made for continuing investigations and for enforcement of 
anti-trust controls. Legislative and administrative changes are useless 
until adequate funds are provided for administration. The problems are 
surely of sufficient import to the American system to allow the most 
economy-minded Congressman a pure conscience in supporting mate- 
rially greater appropriations. 

In certain respects the penalties for violations of the anti-trust laws 
should be increased. The present maximum fine of five thousand dol- 
lars is not a sufficient deterrent to individuals responsible for the actions 
of corporate bodies. Since the courts will rarely apply existing imprison- 
ment penalties, a much higher maximum should be set for fines to make 
them serve as adequate remedies. An upper limit of fifty thousand dol- 
lars has been' proposed by the Temporary National Economic Com- 
mittee. 2 

Two civil remedies might be developed to deter the growth of monop- 
oly or to aid in its elimination. Where a company or a group of 
companies has been found controlling the market, any tariff protection 
existing for its products and any patent rights which it possesses should 
be revoked. Tariffs have been money-making aids for many enterprises, 


2 T. N. E. C., Final Report and Recommendations, p. 40. 
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and the threatened loss of tsyrifT protection would act as a strong deter- 
rent, to monopolists in a number of industries. Similarly, the patent 
privilege granted by society to the individual has been the source of 
success for many companies, and its withdrawal would represent a severe 
penalty. Not only would these measures seem to lessen the attacks 
made on competition, but they would aid materially in the restoration 
of competition wherever patents or tariffs had been used as a source of 
power to build illegal cooperation or monopoly. 

Patents and Patent Control 

There is clearly a need to revise the present patent system. In the 
cigarette, aluminum, shoe machinery, glass container, and other impor- 
tant industries it has been the source of anti-social results. Industrial- 
ists have extended the legal monopoly granted under letters patent far 
beyond what the law originally intended. And usually the consequences 
are not apparent until the situation is well out of coiitrol and remedies 
are relatively ineffective. 

The Temporary National Economic Committee has made several pro- 
posals which deserve thoughtful consideration . 8 To prevent patent sup- 
pression and at the same time provide the patentee with an equitable 
return for inventive genius, it has suggested that patent legislation be 
enacted which will make any future patent available for use by any 
person or organization upon payment of a fair price for the privilege. 
Little objection can be raised to this proposal, which is clearly in har- 
mony with the notions long expressed in this country that inventive 
genius should be encouraged, protected, and rewarded in the interests of 
the common welfare. Such legislation should be implemented by ad- 
ministrative machinery to which patentee and licensed users of the 
patent might turn to determine the fairness of royalty rates. In the 
interest of all parties, including the public, appeal from questionable de- 
cisions of the administrative body should be carried to the Circuit Court 
of Appeals for adjudication, and, if necessary, to the Supreme Court 
itself. 

Licenses to use patents should be granted on an unrestricted basis. 
Where restrictions can be imposed, there is a very strong possibility that 
a double toll can be exacted from the public. The licensee may be re- 
stricted in the amount of goods he produces with the patented machine 
or process. He may also have to sell his product at prices dictated by 
the patentee or confine the sale of his product to designated market 
areas. The effect would be restricted production and sale, monopoly 
prices for the final products, and an inordinately high royalty rate based 


*Ibid., pp. 36-37. 
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on the monopoly price of the final product. The glass container indus- 
try illustrates the consequences of the present inequitable system. 

The* supervision of royalty contracts and license arrangements might 
be added to the duties of the Federal Trade Commission. Patentees 
should be required to file attested copies of licenses, assignments, sales 
contracts, and the like with the Commission within thirty days after 
execution. Failure to file would be indicative of lack of good faith, and 
should subject the delinquent to a substantial penalty. If the Trade 
Commission becomes the future central agency for the control of indus- 
trial monopoly, as well as the conservator of fair competition in inter- 
state trade and commerce, there should be little dispute over giving it 
the power to supervise the patent situation, once patents are granted and 
registered in the Patent Office. 

Another feature of the patent problem which is in need of remedial 
action has to do with the duration of actual protection under the law. 
It is assumed that the patentee is protected legally for seventeen years, 
but actually he may be protected for a longer period of time. The case 
of the Hartford-Empire Company illustrates the point. This company 
applied for a patent in 1910, which was granted in 1937. A powerful 
company thus enjoys considerable protection for twenty-seven years and 
then gets full measure of protection for an additional seventeen years. 
Professor Walton Hamilton’s proposal, adopted by the Temporary Na- 
tional Economic Committee, would limit the period of patent monopoly 
to not more than twenty years from the date of initial filing. 4 Where 
applications are held pending in the Patent Office longer than three years, 
the usual seventeen-year term of patent protection would be decreased 
to that extent. The arrangement \#ould discourage deliberate retardation 
on the part of the applicant, and would encourage quick and efficient 
handling by the Patent Office. Furthermore, Congress would have to 
meet squarely the problem of proper appropriations for Patent Office 
purposes, or else undergo increased public censure for failing to provide 
an adequate staff for this important office. 

For years infringement suits have been a very potent weapon in the 
hands of large firms. Litigation or the threat of it has been an instru- 
ment of aggression rather than a method of protection. It is not easy 
to solve the problem of retaining the defensive features of the action 
while curbing its use as a weapon to cripple or destroy potential competi- 
tion. On several occasions the Federal Trade Commission has attempted 
with no success to prevent firms from using threats of infringement litiga- 
tion as a device to achieve monopoly positions. Two orders to cease and 


4 T. N. E. C., Monograph No. 31, Patents and Free Enterprise, p. 146. See also 
T. N. E. C., Final Report and Recommendation s, p. 37. 
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desist were appealed to the courts, and in each case the Federal Trade 
Commission was defeated. It was unable to prove that the threats to 
sue were not made in good faith . 5 The adoption of the unrestricted 
license to use patents at terms which are fair to the patentee and to the 
licensee may reduce the volume of infringement suits and deflate the 
importance of the threat of litigation. Furthermore, one important im- 
provement can be made. Legislation should prevent the directing of any 
charge of infringement against the licensee until the plaintiff has se- 
cured a judgment against the holder of the conflicting patent right. In 
this fashion a clear adjudication of the conflicting claims can be obtained, 
and the action cannot be used to harass defenseless licensees while judi- 
cial consideration of the basic conflict is avoided. 

Market Area Restrictions 

With low-cost transportation, a great many products can move eco- 
nomically to distant producing and consuming areas. Their free move- 
ment is essential to a desirable economic specialization, and can also 
provide important protections for competition. Just as in the past many 
local monopolies disappeared with the development of a national econ- 
omy, so in a number of cases can national monopolies be weakened by 
the competition of foreign supplies. But while we have spent a great 
deal of emotion over the preservation of the American system, we have 
made things easy for monopolies by protecting them against foreign com- 
petition. The tariff has been the mother of many monopolies. For a 
number of the products which have been afforded protection, the removal 
of this tariff protection would introduce a healthy competition. For 
some it would mean the weakening of a firmly entrenched monopoly. It 
is difficult to overcome the interests of industrial groups who benefit from 
tariff protection, but even they must recognize the lack of social logic 
iff ‘withholding competition from industries in which monopolistic ar- 
rangements are admittedly public problems. 

There is a danger that state interests may result in a further narrow- 
ing of the area of competition. State trade barriers, in the form of pro- 
tective measures against infection from out-of-state grain, cattle, vege- 
tables and fruits, have not always been innocent of a business purpose. 
And certainly severe limitations in some states on the maximum weight 
and length allowed to highway carriers have been designed frequently to 
protect railways from competition. If we accept a national trade barrier 
as economically justified, we can hardly complain if individual states set 
up their own barriers. But, aside from the stupid economics involved, 

rrh — — . , , * t • ' * 

5 Supra, Chap. 21, note 156. 
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the danger of further weakening competition is too great to be ignored. 
In the interest of preserving the competitive system we must maintain 
as wide a market as economic factors will permit. 

THE SCOPE OF THE PROPOSALS 

These proposals seem to be supported by the study of concentration 
and the problems it creates for competitive control of production. They 
offer no sweeping cure of all ills, but they do offer specific means of im- 
proving present public controls. With their aid, competitive individual- 
ism can survive successfully in a large portion of the American economy. 
A considerable number of industries do not show the extreme concentra- 
tion of production that makes difficulties for competitive controls. Con- 
centration can be markedly lessened in many industries where it has 
developed; consumer cooperation, without government aid, now possesses 
some power and may develop much greater power to prevent the spread 
of collusion, even where- a few large sellers are present in the market. 
The banding together of hundreds of retail outlets owned and operated 
by consumers may become a very potent weapon to be directed against 
the concentrated power of a few producers. As in England and Sweden, 
consumers may find in union a strength to overmatch that of even inter- 
national monopolies. Through the ownership of large wholesale organ- 
izations and manufacturing plants, the retail stores may discourage in- 
dustrial cooperation by refusing to grant it the excessive prices on which 
it grows. However, if consumer cooperation cannot discourage monopo- 
listic developments, it may develop a concentration of strength that will 
help and not hinder the decline of competitive individualism. The eco- 
nomic struggle will cease to be individualistic if giant consumer and 
producer organizations are ranged against one another. 

For the present, competitive individualism can be given a great deal 
of public support that has hitherto been withheld. There seem to be a 
number of ways in which public controls can be improved in substance 
and administration. It appears logical to support the system with these 
controls; certainly there is no logic in the half-way measures we now 
use. Yet in spite of the best that we can do to revitalize competition, 
there will be many industries where competitive controls cannot or should 
not be restored. For these special fields governmental regulation must 
be used not to protect competition, but to subordinate it. In some form 
or other, government planning must replace competitive controls. 
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In some industries it is probable that a vigorous and effective competi- 
tion cannot be restored by public controls. Dissolution of the tobacco 
monopoly in 1911 did not create conditions under which competitive 
forces could work successfully. The improvement of public regulation 
may allow this industry to be altered so as to restore a thorough-going 
competition, but in others experience may suggest that a sufficiently 
large number of firms cannot be restored. Concentration in the manu- 
facture of aluminum has gone so far and is now so firmly based on the 
scarcity of cheap sources of power that it would seem beyond the ability 
of anti-trust controls to create the fifty or a hundred independent com- 
panies required for competition. Yet it seems within the realm of pos- 
sibility that reconstruction might be successfully undertaken in some of 
the problem industries which have been studied. The proposals made 
in the previous chapter concerning patents may allow competitive con- 
trols to be tried in the manufacture of shoe machinery, ethyl gasoline, 
glass containers, and in other industries where patents have been the 
basis of monopoly or oligopoly. Attack on the inter-corporate relations 
and collusive policies responsible for restraint of competition may free 
other industries. It seems, however, that the aluminum industry and 
possibly the steel industry are beyond reconstruction. And experience 
will reveal others where the best of public controls will be powerless to 
restore competition. For these industries, other public policies must be 
prepared. 

In this study it has been assumed that economic power cannot be left 
in the hands of any group without some system of checks and balances. 
As a result, schemes in which the planning is left to management or labor 
or any other interest group are considered unsatisfactory. And any at- 
tempt to balance the power of one concentrated interest group against 
that of another will fail. The failure will be apparent in destructive 
conflict between* the groups and the eventual dominance of one. Only 
one power can be used to match and to check the strength of great eco- 
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nomic concentrations, and that is the power of the state. Where it 
seems impossible to revitalize competition in privately controlled indus- 
tries, one of two courses of action may be taken: private ownership may 
be continued, but private management may be subjected to extensive 
regulation by a governmental administrative agency; producing prop- 
erties may be acquired by the state and the industry may be operated as 
a state monopoly, or government plants may compete with privately 
operated plants. Consideration of these policies will show that they are 
available for our use, and that each offers a possible regulatory mecha- 
nism to fill any gaps left by the disappearance of competitive controls. 

REGULATION BY COMMISSION 

In a number of American industries public controls have been created 
not merely to supervise the competitive control but to replace it. These 
are the industries commonly recognized as public utilities or as being 
“affected with a public interest.” The term “public utility” has been 
used in a variety of ways. It may include only those industries operat- 
ing in municipal areas under some form of special franchise to supply 
water, gas, electric, or transit services. In a broader sense it may in- 
clude the industries of transport and communication, such as the rail- 
ways and telegraph. In a still looser sense it has encompassed the 
indeterminate group of operations like banking, commercial airways, 
boards of trade, insurance, and so forth. In general, these industries are 
distinguishable from private industry only by the fact that they are sub- 
jected to more rigorous regulation. 

The Nature of Public Utility Regulation 

Where price decisions are made by private management, an industry 
may be considered a private field of enterprise. But where price deci- 
sions are made by public authority through franchise terms, legislative 
acts, or administrative commissions, the industry may properly be con- 
sidered a public utility. Price-fixing inevitably brings in its wake other 
aspects of regulation, particularly service regulation to define the product 
or service to which price-fixing is applied. In private industries — com- 
petitive or monopolistic — the price and the product offered by sellers are 
the instruments which reveal the working of competitive effort or mo- 
nopolistic control. Prices play such an important r61e in the organiza- 
tion of the capitalistic system that any industry subjected to publio 
price-fixing may reasonably be considered a public utility. 

Certain obligations are laid on the public utility. The primary one, 
which is enforced and defined by some form of price-fixing, is that the 
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prices of the product be “reasonable.” Secondary obligations also are 
commonly created. First, whereas a private industry may offer differ- 
ent prices to different buyers, the public utility is forbidden to discrimi- 
nate between buyers . 1 Second, the producer may be required to prepare 
adequate facilities to meet the foreseeable demand of the buyer, and he is 
required to serve all who apply. Finally, control of a public utility may 
fix definite standards respecting the quality of the commodity or service 
sold by the industry. 

These controls will clearly affect the earnings and, as a result, the 
property values of privately-owned and publicly-regulated industry. 
With private property protected by constitutional guarantees, the mere 
act of a legislature does not expose a private industry to public price- 
fixing. The courts must find reason for the constriction of private prop- 
erty. In a review of price-fixing and wage-fixing controls set up by the 
state of Kansas, the Supreme Court made the following observation: 

The mere declaration by a legislature that a business is affected with a public 
interest is not conclusive of the question whether its attempted regulation on 
that ground is justified. The circumstances of its alleged change from the status 
of a private business and its freedom from regulation into one in which the 
public have come to have an interest are always a subject of judicial review . 2 

The legislative step which leads to regulation of a public utility will 
usually follow after public complaints have accumulated against the 
private industry. If the complaints of consumers are serious two things 
are implied: first, that the commodity is considered to be of more than 
average importance and there is no readily available substitute; second, 
that the producer is at least partially free from the competition of other* 
producers. There is likely to be little reason for seeking a corrective in 
legislation if effective competition exists in the form of substitute com- 
modities or competing producers. Complaints from producers, on the 
other hand, will have their origin in excessive competition. They may 
find that cut-throat competition keeps making their lives intolerable, and 
they may seek for remedy in public utility regulation. 

It is hard to say what specific circumstances will allow regulation to 
hurdle the obstacles of the Fifth and Fourteenth Amendments. The 
courts have mentioned many specific reasons and combinations of rea- 
sons for subordinating private rights to the public control. In the Wolff 
Packing Company case, Chief Justice Taft found justification for doing 
so in three industrial categories. The first includes industries, such as 
the railroads, which are operating under special privileges granted by the 
public; the second, industries such as innkeeping, for which public regula- 

1 Section 2 of the Clayton Act forbids discrimination in private industry only 
when the effect of the discrimination is to lessen competition substantially. 

?;Wolff Packing Co. v. Kansas Industrial Court, 262 U. S. 636 (1923). 
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tion has been continued from “earliest times” up to the present; the 
third, industries which have come into a “peculiar relation” to the public. 

More recent rulings of the Supreme Court have broadened and clari- 
fied the definition of public industries. In 1934, five members of the 
Court subscribed to a statement of public interest written by Justice 
Roberts: 

The touchstone of public interest in any business, its practices and charges, 
clearly is not the enjoyment of any franchise from the state. . . . Nor is it the 
enjoyment of a monopoly. . . . 

It is clear that there is no closed category of business affected with a public 
interest, and the function of the courts in the application of the Fifth and 
Fourteenth Amendments is to detennine in each case whether circumstances 
vindicate the challenged regulation as a reasonable exertion of governmental 
authority. . . . a 

The regulation challenged in this case was a New York law giving a 
Milk Control Board the power, among other things, to fix maximum and 
minimum prices for milk. In the following excerpt from the majority 
opinion the Court presents the socially unsatisfactory result of competi- 
tive regulation as the single criterion which properly places certain in- 
dustries outside the control of competitive forces: 

If the law-making body within its sphere of government concludes that the 
conditions or practices in an industry make unrestricted competition an inade- 
quate safeguard of the consumer’s interests, produce waste harmful to the 
public, threaten ultimately to cut off the supply of a commodity needed by the 
public, or portend the destruction of the industry itself, appropriate statutes 
passed in an honest effort to correct the threatened consequences may not be 
set aside because the regulation adopted fixes prices reasonably deemed by the 
legislature to be fair to those engaged in the industry and to the consuming 
public. 

The opinion docs not conclusively reveal — and no judicial dictum can 
reveal — the precise conditions under which the safeguard of competition 
will be considered “inadequate,” or the occasions when the inadequacy 
may affect “the public,” or what constitutes “a commodity needed by the 
public.” These missing specifications are really of little importance. 
The chief requirement is this: a belief of the public (attested by five 
members of the Supreme Court) that competition fails to bring satis- 
factory regulation to an industry. 


Problems of Regulation 

The problems of government regulation arise from the application of 
administrative controls relating to the fairness of prices and the ade- 

•Nebbi* People of the State of New Yo;rk, 291 U. S. 502, 534, 536 (1934). . 
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quacy of the quantity and quality of goods and services being supplied 
by the regulated industry. In the light of established legal and economic 
standards, the regulators must reconcile satisfactorily the interests of 
the various parties involved. Since the prime reason for regulation is 
to reduce the costs to society because of the lack or ineffectiveness of 
private competition, it follows that the regulatory body must strive con- 
stantly for the prices and quality of product obtained under effective 
competition. In terms of price, quantity, and quality of the product, it 
must satisfy not only the consumer group, but also all those who are 
responsible for the production of the article. Failure to keep this funda- 
mental principle in mind leads inevitably to legal strife between the regu- 
lated and the regulators. And even though the regulators do keep the 
principle ever before them, regulation breeds a heavy docket of court 
cases, for the very simple reason that the concepts of fair price and serv- 
ice adequacy are subject to varying interpretations. 

The fairness of the price of a product and the adequacy of service in 
supplying that product in the right amounts and of the right quality 
require the establishment of standards for each that are inseparable.* 
From the consumer’s point of view the price of a product of a given 
quality, when made available on the market in a given quantity, is fair 
if the regulated firm covers all its fairly-determined costs. In short, 
deviations from fairness occur when the supplying company receives a 
monopoly gain as shown by comparing its return on capital investment 
with returns on capital in competitive fields, or fails to receive a return 
on capital equivalent to the earning power of capital in competitive op- 
portunities elsewhere. It must be admitted, however, that the consumer 
shows less concern with the latter than with the former. Consumer no- 
tions of quantity, quality, and continuity of service are even more dif- 
ficult to define accurately. Needless to say, any deterioration of service 
without a downward adjustment of price will elicit complaints. On the 
other hand, improvements of service without change of price are accepted 
gladly. Any increase in price must be justified by costs, however, if 
public censure is to be avoided. 

From the producer’s viewpoint, prices are fair only when they are high 
enough to cover all the valid costs of production, including a rate of 
return on capital investment comparable to what the invested capital 
might get in the best of competitive alternatives of comparable risk. 
Assuming that the costs of productive agents are determined competi- 
tively, it is obvious that regulated prices set at too low a level will bring 
losses to producers and the diversion of capital to more lucrative fields. 


*Cf. L. S. Lyon, Victor Abramson, and associates, Government and Economic 
life (Washington, D. C., The Brookings Institution, 1940), Vol. II, p. 072. 
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On the other hand, a price set too high will stimulate consumer cries that 
the regulators are collaborating with the regulated; are negligent and 
ignorant of their jobs; or are guilty on both charges. 

And the horns of the regulatory dilemma are made even more uncom- 
fortable when regulation involves more than a single product and service 
and more than a single price. Here the regulators must concern them- 
selves with a pricing pattern as well as a level of prices. They might 
be fortunate enough to establish a level of prices that would satisfy the 
requirements of an adequate return on capital, and yet be subject to 
justifiable censure because of the discriminatory nature of the pricing 
pattern. In short, the over-all conditions might be met very nicely, but 
the total burden of consumer payments might be distributed inequitably 
in terms of the service rendered. Corrections would have to be made, 
or the regulatory body would have to prove that the apparent discrimina- 
tion actually benefited the complainants by relieving them of higher 
costs arising from any other basis of cost allocation. For example, a 
two-price system of household and industrial electric power rates, for 
various reasons, might favor the industrial users. Failure to establish 
such differentials might mean a diminution of industrial uses of power, 
with the consequence that higher rates would result for household service. 
On the other hand, unjustifiable differentials would mean that one group 
was subsidizing the other. Keen knowledge of costs and of demand 
schedules is required if regulators are to handle adequately all the prob- 
lems relating to reasonable prices, adequate service, and non-discrimina- 
tory rates. 

From the price problem spring many other related problems. A price 
which is fair covers accurately determined costs and yields a fair return 
on capital investment. But costs must be computed accurately and 
fairly. And a fair return on capital investment necessitates the estab- 
lishment of a standard upon which to compute the value of the invest- 
ment, and impels a decision as to what is a fair return. Moreover, little 
can be accomplished toward the solution of the major or the related 
problems without careful development and recording of the facts and 
careful control of an accepted system of accounts. 

In 1898, in Smyth v. Ames, 5 the Supreme Court made the first an- 
nouncement of its famous rule to the effect that the basis of all calcula- 
tions as to the reasonableness of rates must be the fair value of the 
property being used for public convenience. Concerning the computation 
of fair value the Court indicated that the original cost of construction, 
the amount spent in permanent improvements, the amount and market 
value of the bonds and stocks, the present as compared with the original 


• 160 U. S. 466. 



626 THE ABANDONMENT OF COMPETITIVE INDIVIDUALISM 


cost of construction, the probable earning capacity of the property under 
particular rates prescribed by statute, and the sum required to meet 
operating expenses, were all matters for consideration, and were to be 
given such weight as might be just and right in each case. And it con- 
cluded that there might be other matters to be considered in estimating 
the value of the property . 6 The Court obviously offered little help by 
setting forth this conglomerate rule. 

Over the years and out of a welter of disputes, two methods of valua- 
tion have received the most attention and support: original cost or pru- 
dent investment, and present or reproduction cost. Both methods have 
had their staunch supporters. Among regulatory commissions, however, 
-the Smyth v. Ames ruling of the Supreme Court has forced the use of a 
hybrid method of calculation of the earnings base. One authority calls 
this the “trance” method, and describes the process as follows. The 
commission examines the evidence relating to reproduction cost and 
prudent investment. It views the evidence with respect to intangible 
values and considers the condition of the property. Then, arriving at a 
judgment which defies analysis or description, it produces a valuation 
figure which bears no relation to any figures appearing in the evidence it 
has reviewed. This process is accompanied by denials of the use of 
formulae or compromise, and an expression of the commission’s inability 
to explain just how it reached the final figure . 7 The whole process, it 
appears, is an obvious attempt to counter with vagueness the Court’s 
lack of clarity in its Smyth v. Ames pronouncement. 

The original cost (prudent investment) method is the more precise. 
It requires the computation of the amounts wisely and honestly spent in 
the construction of the existing used and usable plant and facilities. To 
this end records and accounts are extremely vital. If they are lacking, 
the gaps must be filled by estimates. Once the records are established, 
the regulatory body must insist upon proper maintenance of the informa- 
tion. If this is accomplished, the regulatory body is able at all times to 
furnish a valuation figure speedily and inexpensively after the first costs 
of computation have been incurred. In terms of administrative expedi- 
ency, the prudent investment valuation ranks as the superior method. 
It exhibits, however, a serious weakness. Valuations may be too high 
or too low, depending on the price level at the time the properties were 
constructed, as compared with the existing price level. In some cases 
this weakness may not be over-serious, since the investment in property 
may be the summation of many investments made at different periods 
of time and at varying price levels. Hence the prudent investment fig- 

6 Ibid., pp. 546-547. 

7 C/. Lyons, Abramson, and associates, op. cit., p. 692. 
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ures may approximate what they would be if the properties were valued 
at current prices . 8 The occasional appearance of this result, however, is 
not enough to erase the fundamental weakness of the method. 

When reproduction or present cost is used as a measure of fair value, 
whether or not the reproduction involves an identical plant or a modem 
substitute, it necessitates engineering appraisals. These often require 
years to complete. Moreover, qualified appraisers on both sides attain 
results which differ widely. Experience shows that the method is con- 
ducive to great controversy, long delays in arriving at a decision, and 
heavy legal expenses on the part of both the regulators and the regulated. 
Agreements as to pricing, labor performance, overhead costs, construc- 
tion conditions, and the like are not reached quickly or easily. Never- 
theless, if competitive results are the objectives of regulation, as they 
admittedly are, the reproduction or present cost method of valuation 
(particularly if it relates to a substitute modern plant performing the 
same service) more closely approximates the competitive conditions. 
The present cost method is adjusted to current price levels, and the fair 
return is based on the current value of the property. 

It is not necessary here to pursue further the relative merits of the 
two leading methods of determining property values to establish a price 
or rate base. The important point is that there is great controversy 
over the vital problem of valuation, and the Supreme Court has not 
brought order out of the chaos it created in its Smyth v. Ames pronounce- 
ment. At times, it has seemed to favor present costs. At other times, 
prudent investment has caught its fancy. At no time, however, has it 
been forthright and prescribed a definite rule of valuation which indi- 
cated the precise weights to be accorded the various elements considered 
in arriving at a valuation figure. Consequently, regulatory commissions 
toss all the different value elements into the hopper, turn on the power, 
and turn out a valuation figure which they hope will appeal to the 
judiciary as just and reasonable. This is hardly a satisfying method 
from anyone’s viewpoint. It certainly does not add to the popularity of 
public regulation, and it may lead the public to by-pass regulation for 
public ownership as a solution for the failures of competition. 

Once the valuation question is settled, there emerges the coordinate 
problem of the fairness of the rate of return on capital. In competitive 
markets the “going” rate of return represents two elements, risk and capi- 
tal productivity. The rate of return in regulated industries should ap- 
proximate the competitive return and include allowances for risk and 
capital productivity, though not necessarily in the same proportions. 


8 E. M. Bernstein, Public Utility Rate Making and the Price Level (Chapel Hill, 
N. C., University of North Carolina Press, 1937), pp. 123-124. 
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(Under proper regulation the risk factor is undoubtedly less because the 
industry is more sheltered.) The legal concept of the Supreme Court 
coincides with the economic concept if one of the Court’s pronounce- 
ments in the Bluefield Water case is maintained. Therein the Court 
said: 9 “A. public utility is entitled to such rates as will permit it to earn 
a return on the value of the property . . . equal to that generally being 
made at the same time and in the same general part of the country on 
investments in other business undertakings which are attended by cor- 
responding risks and uncertainties; . . .” 10 

Since the competitive return is the guide to the return in the regulated 
industry, it follows that the latter should parallel the variations in the 
former. Furthermore, the conditions under which various firms in a 
regulated industry operate may require frequently that regulated compa- 
nies be allowed different rates of return at the same time as well as at 
different times. For example, a large utility company with strongly 
established financial connections would find it easier and less costly to 
raise new capital than would a smaller company further removed from 
that market. Size and location factors as well as earnings have some 
bearing on the ability of competitive companies to raise new capital. It 
is no less true in the case of firms falling under the supervision of 
regulating agencies. Consequently, it seems that any precise measure- 
ment as to what constitutes a fair rate of return is not feasible. It 
should follow competitive returns in the area in which the regulated firm 
is located. And it should be high enough to attract new capital through 
both stock and bond sales whenever the need for further investment is 
justified economically. 

Troublesome as they are, these direct pricing problems lead to other 
difficulties of regulation. Extensive accounting requirements must be 
laid on the regulated industry. The fair return formula requires a care- 
ful supervision of the income and the costs of the public companies; 
prices must not be maintained at a high level merely because the oper- 
ators are wasteful and inefficient. Since the financial practices of regu- 
lated companies may inflate costs or create risks of insolvency, the public 
utility commission must exercise a thorough-going control over financial 
policies. Maintenance costs may be artificially inflated or may be neg- 
lected by private management, with injury to the consumer in the form 

•Bluefield Water Works Co. v. Public Service Commission, 262 U. S. 679, 692 
(1923). 

10 In practice, the average allowable rate of return in the public utility field, over 
the period 1916-1930, was about 7.4 per cent. The range varied roughly between 
6 and 9 per cent, with a fringe of instances below and above. So far as the Court 
is concerned, 6 per cent appears to be the low point for fairness, and 8 per cent 
the upper level. 
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of artificially high prices or eventual deterioration in the producing prop- 
erties. As a result the sums set aside for maintenance and depreciation 
must be supervised carefully by the regulatory body. And last but not 
least among the problems of regulation are matters concerning the 
quality and quantity of the service or product. Somehow the regulating 
commission must be able to determine whether or not changes in the 
production of the industry are called for by demand for the product. It 
can see the prices at which the existing quantity and quality is being 
sold, but it faces almost insuperable difficulties in determining the effect 
of changes in the quality and quantity on the price of the product. Yet 
these matters are of essential concern. The present output may sell at 
prices that allow a fair return on the proper value of the property, but 
possibly a larger output selling at lower prices would yield as good or 
better return. Only through very difficult estimates of the effect of 
changed output on costs and prices can the regulatory body reach proper 
price decisions. 


Conclusion 

It is evident that there exists in administrative price-fixing an avail- 
able control for industries in which monopoly or oligopoly conditions can- 
not be corrected. It must be obvious, however, that administration of 
the control offers many serious difficulties. In addition, two faults are 
inseparable from the control. The first, price inflexibility, develops out 
of the administrative problems. The prices of the great mass of prod- 
ucts rise and fall under the influence of various factors, and administered 
prices should move with them. The administrative procedure is so com- 
plicated, however, that the regulated prices almost inevitably lag behind. 
After business prosperity has given way to recession, they commonly 
continue to rise as the cost and price situations of the prosperity period 
bring about delayed changes. The same delay is apparent in other 
phases of the business cycle, and is an important factor in preventing 
the price adjustments required by changed business conditions. To solve 
this problem, regulatory commissions have developed the practice of is- 
suing temporary rate orders. But such temporary orders may be main- 
tained only through agreement with the regulated companies. As a 
result, where price reductions are needed, uncooperative firms can insist 
on their legal rights and force the use of the unwieldy process of formal 
hearings. Furthermore, though various states have incorporated emer- 
gency rate provisions in their laws, the process has not yet received 
• judicial approval. The lower courts have' viewed these provisions as 
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violations of due process, and the Supreme Court has not settled the 
issue . 11 

The second fault of commission control is an inherent one. It appears 
in the form of a divided managerial responsibility. The great mass of 
management decisions are left to the private management, but the com- 
mission control interferes in all aspects of the business through its con- 
trol over prices. It is difficult for the private management to act ef- 
ficiently in the sphere allotted to it when it cannot control future price 
policies. 

It is possible that extensive public interference is incompatible with 
private operation. In the opinion of Joseph B. Eastman, the inevitable 
division of responsibility creates a serious problem. He suggests the 
nature and the consequences of the divided authority in the following 
paragraphs: 

Public regulation is necessarily an interference with management and it in- 
volves divided responsibility to a considerable degree. The industry has two 
masters. One is the private management responsible to the stockholders, and 
the other is the commission responsible to the legislative branch of the Govern- 
ment. Initial authority rests with the management, but final authority not in- 
frequently rests with the commission. This division of authority has the usual 
result that when things go wrong, the blame may be shifted, and it is difficult 
to concentrate responsibility. 

A regulated industry is in danger of loss of enterprise and efficiency. . . . 
The tendency of the industry is to look to the Government for relief or help, 
where self-help would be the better policy. There is a tendency, also, to 
magnify the virtues of high rates, and to look to increase in rates for relief 
from low earnings. . . . 12 

In spite of its costliness and its faults, public utility regulation offers 
a possible planning device for use where competitive controls fail. With 
all its weaknesses, it affords an alternative that is markedly superior to 
private monopoly. It is possible, however, that some form of govern- 
ment operation in the problem industries would prevent the abuses of 
industrial monopoly and cooperation without developing the problems 
created by public utility regulation. 


GOVERNMENT OPERATION 

In the United States, Federal, state and local governments have never 
been as much involved in government industries as some foreign govern- 

11 In 1940 the Supreme Court had an opportunity to settle this issue in the case 
of Driscoll v. Edison Light and Power Company, but avoided it in finding that 
an order of the Pennsylvania Commission was reasonable regardless of the pro- 
cedural mattere involved. 

11 Document No. 119, 73rd Congress, 2nd Session (1934), p. 12. * 
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ments. Nevertheless, for a variety of reasons they have had a consider-" 
able experience with public ownership and operation of industry. War 
and military preparedness have forced the Federal Government to supply 
housing for defense workers, operate shipyards, direct a large merchant 
marine, and produce a varied list of war supplies. In peace-time it has 
extended its activities to cover the production of electric power, reclama- 
tion and irrigation services, housing, highway improvements, and other 
services. In addition, the political organization of the state has brought 
the government into a number of lines of production. For example, one 
of the largest and most successful publishing enterprises in the world is 
found in the United States Government Printing Office. 

Among the several states a considerable amount of government opera- 
tion of industry also can be found. At one time or another, states have 
owned and operated banks, railroads, canals, turnpikes, bridges, and 
grain elevators. In recent years, certain social problems arising out of 
the sale of liquor and insurance have brought several states into these 
fields as enterprisers. Local governments also have been important oper- 
ators. They have commonly operated sewage disposal facilities, water 
systems, docks, airport facilities, and are found operating street railways 
and urban bus systems in a number of communities. 

The Nature of Government Operation 

The legal right of government to own and operate industrial properties 
is well established in the United States. Referring to this right in the 
Kansas Industrial Court controversy, Chief Justice Taft said in effect 
that the state might engage in almost any business, providing the legis- 
lature believed such activity would help the general public, and providing 
the state would assume the cost of acquiring and operating the prop- 
erties . 13 This opinion has been upheld in a number of cases. The Court 
ruled favorably when the city of Portland, Maine, undertook a fuel yard 
venture . 14 It did likewise in supporting the legitimacy of the North 
Dakota Mill and Elevator Act permitting that state to participate in a 
wide variety of industries . 15 And the Court saw no reason to change its 
viewpoint in a case involving municipal ownership and operation of a 
wholesale and retail gasoline business by the city of Lincoln, Nebraska . 16 

Federal ownership and participation in business is predicated on its 
enumerated powers. How far the Federal Government may go depends 

* 8 Chas. Wolff Packing Co. v. Court of Industrial Relations of Kansas, 262 U. S. 
522, 53 7 (1920). 

14 Jones v . City of Portland, 245 U. S. 217 (1917). 

15 Green v. Frazier, 253 U. S., 233, 242-243 (1920). 

- 16 Standard Oil Co. et al. v. City of Lincoln, 275 U. S. 504 (1927). 
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on the social, economic, and legal views of a majority of the members of 
the Supreme Court. For, after all, judges interpret the broad language 
of that guiding instrument of social relations, the Constitution, in the 
light of their own social philosophy. And, in recent years, the supreme 
judiciary has broadened its notions of Federal powers to such an extent 
that the Federal Government has adequate grounds for participation and 
ownership in many lines of business. The Supreme Court has upheld 
the Tennessee Valley Authority program under the constitutional powers 
of the Federal Government to provide for national defense and promote 
navigation. And it acknowledged the Federal Government’s right to 
dispose of electric energy as the right of disposal of any government 
property . 17 Furthermore, the Court validated government purchase of 
private plants and distributing lines, on the grounds that the protesting 
utilities had no standing in court because they did not have exclusive 
franchises for their operations, and hence had no legal claim of damages . 18 

Under these broad powers American governmental units may organize 
various forms of public industries. Government ownership probably 
will be used, but it is perfectly possible to allow private investment to 
supply funds for government industry. The control rights of private 
investors would have to be very definitely restricted, so as to leave the 
management responsible to the governmental authority. Operating con- 
ditions may also be varied. The public enterprise may be operated as a 
competitor to private companies, or may be granted an exclusive mono- 
poly. 

Problems of Government Operation 

Since government operation of industry is viewed as a replacement for 
faulty competitive controls, it must have as its outstanding objective the 
economic results attained by effective competitive controls. Other ob- 
jectives than productive efficiency may be sought. National defense, 
conservation, the correction of undesirable social conditions, and other 
concerns may alter the primary objective, but must not be allowed to 
obscure it. 

It is important that the objectives of government enterprise be stated 
clearly at the outset and maintained throughout the operation of the 
enterprise. Thus, if the operations are undertaken to replace a private 
industry which has failed to maintain satisfactory price and cost rela- 
tions, the government enterprise must be obliged to maintain purely 
economic standards and to render a proper account of its performance. 

u Ashwander v. T. V. A., 297 U. S. 288, 330 (1936). 

18 Tennessee Electric Power Co. v. T. V. A., 306 U. S. 118, 139 (1939). 
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On the other hand, if the purpose is to perform a broad public service in 
the interests of health, safety, and the like, without regard to the recov- 
ery of the full costs of the service, the difference in objective must be 
made clear. Failure to do this will endanger the operations of both types 
of project. Citizens and taxpayers need to be just as careful about the 
objectives and scope of a government industry as of a private industry. 
Too liberal use of vague “blanket charters” will lead to distressing situa- 
tions in both cases. 

If government operations are undertaken in an industry either to re- 
place or to compete with a private monopoly, the objective would be an 
economic one — attainment of the price and cost conditions of perfect 
competition. There is no reason to believe that other social aims would 
be entailed. If this is so, the difficulties presented by complex objectives 
can be avoided. The public company can be made to stand on its own 
feet without the aid of subsidy from the state. This is desirable in the 
case of government monopoly, and absolutely necessary where the public 
company competes with private companies. As a device to force com- 
petition into an industry and to measure the efficiency of the private 
companies in the industry, public operation must not be subsidized. Its 
prices must be set at the level that covers all its costs of production. 
Even then, the danger of unfair competition for the private companies 
is present if the public company has difficulty in allocating its fixed costs 
among the various products it produces. This danger is present to an 
unusual degree in the operations of the Tennessee Galley Authority. 
This corporation, headed by a three-man board chosen by the President, 
operates vast properties on the Tennessee River for flood control, naviga- 
tion, and the generation of electric power. Its competition with power 
companies will be unfair unless fixed costs are properly proportioned 
among the several services. Unfortunately, there is no scientific basis 
for the distribution of fixed costs, and the costs and prices of power sold 
by the T. V. A. will always be suspect. 

Fixed costs do not offer a corresponding difficulty in the ordinary fields 
of industry; a fairly clear determination of costs would be feasible for 
public companies in the problem industries which we have studied. And 
government companies operating either as monopolies or in competition 
with private companies must be made to price their products on their 
costs of production. 

Perhaps the leading problem concerning public ownership is to prevent 
political considerations from interfering with the attainment of economic 
results. Politics interferes with economics in two ways. It works 
through the application of the spoils system in selecting government per- 
sonnel, and through political pressure groups. Under the spoils system, 
government personnel is selected not for its knowledge, skill, and experi- 
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ence in the work to be done, but rather for the contribution that the ap- 
pointee made to the election of the existing administration . 19 Uncer- 
tainty of tenure accompanies such appointments, as a rule ; consequently, 
high-grade men are unwilling to leave better-paying jobs in private in- 
dustry to undertake the temporary management of government enter- 
prise. Furthermore, selections based on political favoritism rather than 
on merit do not carry with them prestige values large enough to offset 
the sacrifice that the more competent men would have to make in annual 
income. In addition, even though a competent individual might receive 
the appointment, he may find his competence impaired by the type of 
subordinate he is able to hire. While extension of civil service qualifica- 
tions may be helpful in overcoming this problem, it is not always a 
complete or satisfactory solution. Except for such causes as extreme 
incompetence or outright dishonesty, civil service employees are not 
easily removed. This is especially unfortunate where the relatively in- 
competent are holding key positions in the higher salary brackets. Com- 
petent subordinates, if they recognize the situation, as they surely will, 
lose interest and drop out, or stay in and adapt their pace to that of the 
incompetent leaders. 

Where government-owned industry handled by political appointees is 
an -island in a sea of private industry, there is a strong presumption that 
its purchases of materials, supplies, and the like will follow political 
connections, rather than selection based on a careful analysis of prices 
and quality. Costs are likely, therefore, to be higher than they need be. 
This form of graft prevails in privately owned industry to some extent, 
but it cannot survive for long where thorough-going competition is 
present. 

Another adverse influence on efficiency and costs is the political pres- 
sure group. The chief factor in locating government industry may be 
the strongest pressure group rather than economic considerations. If 
organized labor is politically strong, it may influence legislators to en- 
coqrage a wage policy not fairly commensurate with labor’s contribution 
to the productive process. Pressure politics may lead to expansion be- 
yond optimum size at the expense of costs. Prices may be depressed be- 
low costs to curry the political favor of pressure groups or in response to 
their influence. In such circumstances, deficit appropriations must be 
made to balance income and outgo. The incidence of the burden then 
depends on the taxing structure. 

As an offset to some of these unhealthy possibilities, controls in gov- 

19 It is interesting to note that politics exercised no great influence in the appoint 
ment of T. V. A. personnel. Cf. Leonard D. White, Survey of the Personnel De- 
partment of T. V. A., Senate Document 66, Part 2, Appendix A, p. 66 (76th Congress, 
1st Session). 
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ernment over specific government enterprises might be and are estab- 
lished by the more public-spirited legislators and administrators. These 
controls, however, constitute additional costs in two ways: through the 
direct costs of supervision and the indirect costs of interfering with and 
delaying administration. Not only is there an elaboration of procedural 
red tape if the control is lodged with another governmental agency such 
as the office of the Comptroller-General, but governmental investigation 
by Congressional committees also may impede the management of the 
government enterprise. Hindrances such as these, whether or not they 
are deserved, cannot help but impair for shorter or longer periods the 
quantity and quality of the government-produced product or service. 

Assuming that the political factor can be handled so that it does not 
greatly impair productive efficiency in a government enterprise, can ef- 
ficiency be maintained on a plane comparable to that found under private 
ownership? To argue that it would be maintained is to contend that 
there is a driving force to efficiency under a government monopoly that 
is not present under a privately-owned monopoly. And this is not com- 
pletely true in an economic sense. Under private monopoly, there should 
be an urge to keep expenses of operation down to as low a point as pos- 
sible, once the monopolist has adjusted production or price to the point 
where the total gain over expenses is the largest. That is the way to 
maximum private gain. But if there is truth to the common charge 
that the monopolist grows careless in regard to costs because of the 
security of his position, may not the charge be made that a government 
monopoly has less reason to be concerned about its level of costs where 
there is no private gain? It does not necessarily follow, however, that 
the level of costs under government operation would be higher than the 
level of costs under a private monopoly. Some costs doubtless would be 
lower. The government would be less inclined to restrict production 
artificially, and would enjoy the economies of larger-scale operations. 
Yet the costs of government operation might not be as low as they could 
be, because the incentive of private gain is not there. A substitute for 
this must be found and encouraged. In public recognition of outstand- 
ing service, pride of performance, and the instinct of good workmanship 
lies the answer, with the fear of dismissal or demotion operating as a 
supporting factor. 

Favoring government operation are several facts that must not be 
overlooked. Government enterprise has ready access to capital markets. 
The machinery of distribution through the Federal Reserve banks is 
available to sell Federal Government securities. Moreover, the govern- 
ment is able to borrow at interest rates lower than those available to 
private business. Government ownership may unify operations and 
avoid duplication of facilities. It is conceivable also that, in a given 
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state of technological development, government ownership might permit 
the adoption of the most efficient size of plant. Furthermore, govern- 
ment-owned industry would have at its disposal (at relatively low costs) 
the services of experts from other government agencies. It would not 
need to go beyond the governments own pools of legal, financial, engi- 
neering, and scientific talent maintained for other governmental purposes. 
And finally, government ownership would eliminate the costs of govern- 
ment regulation of private industry. 

Conclusion 

It is obvious that government operation of industry is an available 
alternative to private industry, but it must be equally clear that it offers 
no easy solution for the industries where competitive controls have 
broken down. It is surrounded by many political dangers, and it may 
not possess a satisfactory motivation to replace that of private enterprise. 

None of the controls that could be used to regulate industry in the 
absence of competitive controls offers an easy solution for the problems 
of industrial monopoly and collusion. Consequently, every effort should 
be directed first toward the protection of competitive controls, and to- 
ward their reconstruction where they are endangered. The economic and 
political results of private monopoly cannot be tolerated, so difficult al- 
ternatives to the competitive control must be used if monopoly replaces 
competition. 

All the measures that can be directed against the decline of competi- 
tion should be used, and used with extreme vigor. Resources employed 
in corporate regulation and in protection of competition are well spent. 
The funds now being used on anti-trust measures can be better utilized, 
but they must be materially increased if we are to avoid still greater ex- 
penditures called for by the breakdown of competitive regulation. Al- 
though the spread of public utility regulation or government operation 
should be avoided, we do have in them a means of fitting monopolized 
industries into the general competitive pattern. The failure of competi- 
tion in isolated fields can be met with public controls, and competition 
can thus be maintained in the great mass of American industry. 

We are always tempted to turn from the difficulties of the day-to-day 
administration of a policy to a new program. It is all too easy to see 
how difficult it is to implement effectively the present plan, while the 
administrative difficulties of novel programs are obscure enough to be 
glossed over. The program for the revitalization of competitive controls 
is an extensive and difficult one. Our traditional policy has been only 
negatively administered, and the proposals to prepare positive conditions 
under which competition may work will create serious administrative and 
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economic difficulties. Furthermore, even though these are vigorously 
developed, they will not create the conditions of perfect competition. 
They do offer, however, an opportunity to create a workable competition 
for the mass of American industry. And there is no reason to believe 
that the imperfections of such a system would be greater than those de- 
veloped in the actual administration of novel programs. If socialistic 
or fascistio policies were given the inadequate implementation which we 
have given our anti-trust policy, they would result in hopeless chaos. 
Until our traditional policy has been really tried, it should not be con- 
demned as a failure. 




Index 




A 

Addyston Pipe and Steel Company, 310, 
570, 699 
Advertising, 378 
Agricultural associations, 320 ff. 
Agricultural Marketing Agreement Act 
of 1937, 321, 550 
Alaska Packers Association, 574 
Allied Chemical and Dye Company, 28 
Aluminum Cooking Utensil Company, 
209 

Aluminum industry: 
anti-trust action, 215-218 
Baush Machine Tool Company, 215, 
216 

bauxite sources, 207 
competition, 212-214 
early development, 202, 203 
early markets, 205 
earnings, 213, 214 • 

Federal Trade Commission, 216, 217 
finished products, 208 
foreign competition, 219 
horizontal expansion, 209-212 
imports, 212 

integration advantages, 204-209 
patents, 203, 205 
power developments, 206, 208 
reduction, 202, 203, 206, 208, 210 
refining. 208 
research, 211 

restricted investment, 214, 215 
scrap, 212, 213 
Sherman Act, 217 
tariff, 212, 220 
Amalgamation, 25 n. 

American Car Company, 25 
American Hardwood Manufacturers’ As- 
sociation, 586, 591, 594 
American Linseed Oil Company, 594, 595 
American Locomotive Company, 25 
American Radiator Company, 2$ 


American Sugar Refining Company, 527, 
528 

American Tobacco Company: 
cigarette monopoly, 182-184 
combination economies, 192-194 
competitive methods, 184-185 
corporate reorganizations, 187 
dissolution, 196-198 
Duke, J. B., 181, 182 
early production, 180, 181 
efficiency, 183, 191, 192 
expansion program, 183-185 
financial power, 183, 184 
foreign combination, 186 
market control, 185, 188 
marketing advantages, 193-195 
monopoly effects, 189-191 
overcapitalization, 183, 186 
patented machinery, 183 
plug monopoly, 185, 186 
prices, 190 
profits, 189, 190 
recent concentration, 197, 198 
restriction of output, 189 
successor companies, 197, 198 
tariff protection, 180 
Anthracite coal: 

competition of substitutes, 556, 557 
concentration, 553 
geographic, 550, 551 
cooperation : 
effects of, 555-557 
form of, 551-555 
earnings, 556 
Hepburn Act, 553 
independents, 553 
pooling, 553 
price leadership, 554 
price stability, 556 
railway ownership, 552-554 
Anti-trust action (See also Federal Trade 
Commission ; Sherman Act) : 
state constitutional provisions, 296 ff. 
639 




640 


INDEX 


Anti-trust action ( Cont .) : 

state legislation, 296 ff. 

Anti-trust appropriations, 585 n. 
Anti-trust laws, proposed changes in, 
610-618 

Appalachian Coals, Incorporated, 587, 
, 588 

Armour and Company, 496 
Armour, Herman, 11 
Armour, Philip, 11 

B 

Baker, George Fisher, 11 
Ball Brothers, 518 
Bananas, 570 

Basing point systems (See also Delivered 
price system), 571 
iron and steel industry, 484-485 
legality, 403, 404 
public control, 614 

Baush Machine Tool Company, 214, 215 
Beet sugar manufacture, 528, 529 
Blacklist ( See Coercion) 

Blank stock, 98 
Blue Sky Laws, 130-133 
Bogus independents ( See also Dummy 
independents), 300, 444 
meat-packing, 500 
Bonds : 
debenture, 52 
equipment trust, 52 
Borden Company, 546-548 
Boycotts (See also Coercion), 602-604 
Brokerage payments, 412 
Bubble Act, 42 

Business cycle, price stability and, 574- 
577 

Business machines (See also Interna- 
tional Business Machine Com- 
pany), 574 
Butler, James, 12 
By-laws, nature of, 53 

C 

Capitalism : 

early development, 4ff. 
planning machinery, 13 ff. 
Capitalization (See also Overcapitaliza- 
tion) : 

Aluminum Company of America, 203 
American Tobacco Company, 183, 184 
Consolidated Tobacco Company, 187 
Continental Tobacco Company, 186 
International Harvester Company, 254 
United Shoe Machinery Corporation, 
227 , 228 


Capper-Volstead Act, 320 ff. 

Carnegie, Andrew, 11 . 

Cast-iron soil pipe, 577 
Cement, 577, 578 

Cement Manufacturers’ Association, 596 
Certificate of incorporation, 50, 52 
Chain stores: 
economic advantages, 409 
Robinson-Patman Act, 408, 409 
Chandler Act, 170 
Charter provisions, 52 
Delaware, 48 
incorporation, 49-51 
New Jersey, 48 

Chicago Board of Trade, 588 n. 
Cigarettes (See American Tobacco Com- 
pany) 

Clayton Act: 

administrative provisions, 365 ff. 
Aluminum Company of America, 384 
enforcement, 367, 377 
exclusive dealing, 364 
holding company, 364, 385 
injunctive proceedings, 367 
intercorporate stockholding, 364 
International Shoe Company, 386 
legislative background, 360, 361 
legislative recommendations, 387-389 
price discrimination, 362, 363, 401-414 
private suits, 367 
recommended changes, 613, 614 
Robinson-Patman Act, 409, 410 
Section II, 362, 401, 407, 413 
Section III, 363, 364 
Section YII, 26, 364, 383-389, 458 
Section VIII, 365, 383 ff. 
substantive provisions, 362, 363 
Swift and Company, 384, 385 
Thatcher Manufacturing Company, 
384, 385 

tying clauses, 235 
Western Meat Company, 384 
Coercion, 602-604 
Fashion Originators’ Guild, 603 
Paramount-Famous-Lasky Corporation, 
603 

Combination (See also Company his- 
tories) : 

early movement, 25, 27, 28 
economies, 192-194, 27fr-272 
failures, 277 

Commercial bribery, legality of, 452-454 
Commodities clause, 553 
Common law: 
appraisal, 295 

control of competitive methods, 354- 
357 

English background, 285-289 



INDEX 


Ml 


Common law ( Cont .): 
procedural weaknesses, 295 
reasonable restraints, 288-290 
restraint of trade, 288-293 
rule of reason, 290-292 
weaknesses, 358-361 
Community of interest, 26 
Competition : 
factor indivisibility, 33 
faults in operation, 32 ff* 
faults in structure, 34 
foreign, 214, 219 
imperfect knowledge, 33 
irrational behavior, 32 
reconstruction, 607 if. 
requirements, 34 
wastes, 194, 195 
Concentration : 
anthracite coal, 553 
dairy products, 546, 547 
effects on competition, 607, 608 
food production, 493 
iron and steel industry, 476, 478 
meat-packing, 494-496 
monopoly, 177 
non-price competition, 582 
oligopoly, 468, 469 
sugar refining, 531 n. 
tobacco, 183-187 
Concentration of ownership: 
tobacco industry, 199 
Two Hundred largest corporations, 70- 
72 

Consent decree, 305 
Aluminum Company of America, 217 
International Harvester Company, 255 
meat packers, 305 

Consolidated Tobacco Company, 25 
Control and ownership, 117 
Cooke, Jay, 11 
Cooperation : 

Air Reduction Company, 569 
banana importation, 570, 571 
boycotts, 602-604 
coercion, 602-604 
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rayon, 569 

Sherman Act, 584 ff. 
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proposed amendments, 147, 148 
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Sherman Act, 585-591 
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farm machinery, 258 
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anthracite coal, 556, 574 
business machines, 574 
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tobacco industry, 573 
United Shoe Machinery Corporation, 
238 

Westinghouse Air Brake Company, 573 
Property holding company, 112 
Proprietorship, advantages and disadvan- 
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corporate organization, 612, 613 
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Pure holding company, 112 
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criticisms, 161-163 
exchange registration, 154 
penalties, 153 
purposes, 150 

registration requirements, 150, 151 
, (security prices, 162 
suspension of trading, 156 
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boycotts, 603-604 
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coercion, 603-604 
consent decree, 305 
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Debs Case, 314-315 
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Federal jurisdiction, 308 
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patents, 342 
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sugar refining monopoly, 308, 309 
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Stock market profits, 106 
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Stock purchase warrant, 97 
Stockyard control, 501 
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